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PREFACE TO THE SECOND EDITION 


I have revised the book thoroughly after updating the data upto 
1997-98. The data for the nineties reflect the changes in State Finances 
after the economic reforms. I thank the readers for receiving the 
book well. The issue of sustainability of the Kerala Model raised in 
the book has generated public discussion in the State. I am sorry, 
however, that the book was misconstrued in some quarters as a critique 
of the Kerala model. Policy prescriptions which tend to undermine 
the Kerala Model were initiated avowedly based on the findings of 
the book. I confess that I too am a great admirer of Kerala's 
achievements. My only contention is that the model cannot be 
sustained by debt financing forever. Kerala's present crisis is nothing 
unique. World over, welfare states are in crisis and consequently are 
changing. Kerala has to change its fiscal and economic policies, taking 
into account changes taking place within the State and outside. This 
is the only way to sustain the Kerala Model of Development. 


K. K. George 
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CHAPTER I 
INTRODUCTION 


The Kerala Model of Development has been attracting 
favourable attention, both national and international. The basic 
characteristic of this model of development is the high levels of social 
development despite low levels of per capita income. In terms of 
physical quality of life indicators like high literacy, high life 
expectancy and low infant mortality, Kerala is way ahead not only of 
all Indian states, but also most of the low income countries.! The 
Human Development Report (1992) of the United Nations 
Development Programme had found that Kerala is one of the two 
states in India which attained medium human development (the other 
state is Punjab). In the matter of fertility decline, Kerala witnessed 
the sharpest decline in South Asian region. In fact, the State seems to 
have reached the third stage of demographic transition characterised 
by low mortality rates and low fertility rates though it has not reached 
the high levels of per capita income, industrialisation and urbanisation 
usually associated with this phase of demographic transition. 


One of the peculiarities of Kerala's development experience 
Is that there is not much gender difference in social development unlike 
elsewhere in India. The sex ratio in Kerala is in favour of women as 
against the all India pattern. This ratio has been increasing in Kerala, 
while the same in India, as a whole, has been decreasing. In Kerala, 
life expectancy of women is more than that of men, unlike in India as 
a whole. There are very few gender differences in educational 
attainments. İn fact, in some aspects of educational attainments, girls 
in Kerala are far ahead of boys. Many professions have come to be 
dominated by women. 
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Another peculiarity of Kerala experience is that there are not 
much rural-urban differences unlike elsewhere in India. A study, by 
the Central Statistical Organisation, of 22 basic facilities in Indian 
villages had shown that Kerala ranked first in 17 out of 22 indicators. 
Most of the basic facilities like roads, electricity, telephones, schools, 
colleges, hospitals, post offices and banks are available in villages of 
Kerala within 2 to 5 kilometers.? 


The State was also a pioneer in introducing social security 
schemes. From 1981 onwards, the State is providing unemployment 
relief albeit at meager rates to more than 2.6 lakh unemployed. The 
state was the first to introduce many social security pension schemes 
for the benefit of its elderly people. Altogether, the State runs about 
19 social welfare programs targeted mostly at the aged, the disabled 
and the unemployed. 


In addition to this elaborate system of social security, the State 
also provides food security to about 97 per cent of the households, 
which are covered under the public distribution system for essential 
commodities. The coverage of public distribution system is the widest 
among all Indian states. 


The state has also been hailed as a model for bringing down the 
proportion of people below the poverty line. Unlike in many other 
parts of India, abject poverty and destitution are not very visible in 
the state. 


The Significance of Kerala Model: 


The favourable attention on the Kerala model of development 
has been due to a variety of reasons. According to one scholar, though 
Kerala cannot be copied as such, it nevertheless provides lessons that 
may be used to evaluate the development efforts of other societies.? 
The Kerala model is frequently used to support the basic need and 
special targeting strategy of development. According to Dreze and 
Sen, the success of Kerala achieving support-led security adds force 
to the plausibility of following this route even when the economy is 
poor. The fact that Kerala has achieved such success through careful 
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and wide coverage public support shows how much сап be achieved 
even at a low level of income, if public action is aimed at promoting 
peoples’ basic entitlement and capabilities.* (Dreze and Sen 1989). 
Kerala has also been cited sometimes to support the radical and revo- 
lutionary approach to development. It is claimed that though Kerala 
did not have a socialist revolution, its large well organised peasants 
and workers movements, provide an example of the radical revolu- 
(ionary approach. Kerala also finds a place in the development de- 
bate on which is more effective; growth or redistribution? It is cited 
along with Sri Lanka, and Tanzania to represent the effects of redis- 
(ribution while remaining broadly within the capitalist world system.” 
samir Amin commends Kerala for its land reforms and the success 
attained in providing basic services to the people, which is "in itself a 
policy of redistribution of wealth and income”.” Paradoxically, both 
Marxist writers and international development agencies including the 
World Bank are found to eulogise the Kerala model of development. 


Reasons for the spectacular achievements of Kerala in social 
development are many. They are both economic and non-economic. 
High level of public expenditure on social services is an important 
economic reason. Public policy even in the early nineteenth century 
provided for the “state defraying the entire cost of education”.’ 
Though, the non-governmental organisations too are playing a major 
role in education, the state today practically underwrites the entire 
recurring expenditure of the institutions run by these organisations. 
Education at all levels has been heavily subsidised. In the health 
sector also, the state established an elaborate infrastructure spread 
throughout the state. The state had been spending nearly two 
fifths of its public expenditure on education, health care and other 
social services. 


While achievements of Kerala in social development are 
comparable even to those of middle income countries of the world, 
its economic status remains low even by the standard of Indian states. 
Its per capita income in 1994-95 was only 83 per cent of the all India 
average. What is more, the relative position of its per capita income 
has been coming down; from 93 per cent in 1970-71 to 90 per cent in 
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1980-81 and again to 83 per cent in 1994-95. The distance between 
Kerala and Punjab, the richest state in the Indian Union has been 
increasing much faster. As a result, Kerala's per capita income in 
1994-95 was only less than half that of Punjab. Another feature of 
Kerala's growth pattern is the vast differences in growth of commodity 
producing sectors and tertiary sector. The only sector which shows 
relatively high growth rates is the tertiary sector.” 


Low growth in the economy is reflected in the low levels of 
employment. The work participation rate in Kerala in 1990-91 was 
only 31.4 per cent against 37.5 per cent for the country. The successive 
rounds of National Sample Surveys have confirmed the highest 
incidence of unemployment in the State.? According to the 
Employment Exchange statistics, there were 36.5 lakh job seekers in 
Kerala at the end of September 1997.? While the number of job 
seekers including professional and technical personnel increased by 
131 percent between 1980-81 and 1990-91, the growth in employment 
in the organised sector was only by 12.4 per cent". 


The higher educational levels in the State have introduced a 
qualitative dimension to its unemployment problem. Of the total Job 
seekers, more than three fourths were matriculates. Professional and 
technical personnel formed 3.6 per cent. Graduates and postgraduates 
formed 6.1 percent. Non matriculates formed only 23.4 percent of 
work seekers." The magnitude and nature of the unemployment 
problem have tremendous fiscal implications. Since the problem is 
one of unemployment of educated manpower, some of the national 
schemes for unemployment reduction are not suitable for solving 
Kerala's peculiar unemployment problem. Besides, the capital 
investment required for giving employment to the educated 
unemployed is likely to be higher. 


Kerala at the Cross roads 


The Kerala model is under threat now. In this monograph, we 
propose to examine the issue of sustainability of the model which is 
increasingly called into question in the wake of recurrent fiscal crisis, 
which is largely the result of the deceleration in state's economic 
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growth. The fiscal crisis is setting a limit to the state’s ability to 
finance social expenditure as in the past. The existing Centre-State 
financial relationship has further impaired the state’s ability to finance 
public expenditure. As a result, there are signs that Kerala's lead 
even in social services and social security is being steadily lost. 


Kerala economy and society seem to have reached a cross-road 
not knowing whether to continue following its past model or to retrace 
the steps and follow the conventional paths of development followed 
elsewhere. For following the first option, Kerala does not have the 
financial resources and is not able to attract Central government funds 
in view of the emerging conflicts in priorities between the two arising 
out of the differences in the stages of human development achieved 
in Kerala and the rest of the country. If an altogether different path is 
to be followed, it may lead to the gradual erosion of its gain in social 
development achieved in the past. 


Fiscal Crisis 


The government of Kerala had been running into recurrent fiscal 
crisis almost throughout the eighties. The problem got so aggravated 
during the Seventh Plan period that in December 1987, following 
prolongation of its overdraft beyond the mandatory seven day limit, 
the Reserve Bank of India suspended treasury payments on behalf of 
the government of Kerala. To avoid such suspensions, which imply 
fiscal break-downs, the state government, ever since, had been 
clamping down tight control on treasury payments. In fact, treasury 
control has almost replaced budgetary control in the State. Despite 
such stringent controls, treasury payments had to be suspended once 
again in 1992. Resort to overdrafts from the Reserve Bank of India 
has become a recurrent feature. 


[t is true that almost all states in India are saddled with fiscal 
crisis today.” But the frequency and magnitude of the crisis are much 
more in Kerala than in other states. In fact, the crisis made its 
appearance in Kerala in the seventies itself, much ahead of other states. 
These features of Kerala's fiscal crisis lead one to hypothesise whether 
(here is any relationship between the peculiar pattern of development 
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followed by the State and its budgetary difficulties. The fact that the 
peculiar pattern of public expenditure in the state, weighed in favor 
of social services, had been one of the major contributory factors to 
the rather lopsided pattern of development, is taken cognisance of 
by all. However, no attempt has been made so far to understand the 
reverse effects, viz., the fiscal implications of the Kerala pattern of 
development and the State's perennial fiscal crisis. In this monograph 
we seek to examine whether Kerala's perennial fiscal crisis 1s systemic 
to its pattern of development. This enquiry is made in the context of 
our examination of the larger question of the sustainability of the 
Kerala Model of Development. 


The present study covers the 24 year period ended in 1997-98. 
The study thus covers the Fifth (1974-79), Sixth (1980-85), Seventh 
(1985-90) and the Eighth Five Year Plan periods. The study could 
not be extended to earlier plan periods as the budgetary data, particular- 
İy of expenditure prior to 1974-75, are not comparable with those of 
the subsequent years due to changes in budgetary classification. The 
principal source of data has been the annual studies of state finances 
by the Reserve Bank of India. It may be noted that RBI’s classifica- 
tion is somewhat different from the one used in the state budgets. 


This monograph is divided into eight chapters including this 
introductory chapter. Chapter II traces the origin of Kerala's fiscal 
crisis and assesses its dimensions. Some of the peculiar features of 
Kerala's crisis are also identified. 


Chapter III examines the issue whether it is the inadequate re- 
source mobilisation efforts by the State or the inadequate growth of 
the state's economy which has contributed to its present crisis. In this 
context, some of the constraints in resource mobilisation posed by 
the Kerala pattern of development are discussed. 


Chapter IV poses the question how far the inadequate appre- 
ciation of the fiscal implications of Kerala Model of Development by 
the Central Government had been a causative factor for Kerala's 
present crisis. 
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Chapter V examines the level and pattern of Kerala's public 
expenditure. The sectoral pattern of Kerala's expenditure is clearly 
different from that of other states although some trends towards con- 
vergence are discernible. While this pattern has contributed partly to 
(he making of Kerala's peculiar model of development, its implica- 
(tons for the State's fiscal health are also serious. These implications 
are discussed in this chapter. 


Chapter VI discusses the phenomenon of declining relative size 
of Kerala's State Plan outlays which further retards Kerala's eco- 
nomic growth. 


Chapter VII discusses some of the development options now. 
available to the State. Given the historical pattern of its development, 
(his chapter argues for a new strategy of economic growth based on 
its human resources. For following such a development path, invest- 
ment in education and investment in industries and agriculture are 
not mutually exclusive, but complementary. 


Chapter VIII is the concluding chapter. 
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CHAPTER II 
NATURE AND DIMENSIONS OF THE FISCAL CRISIS 


In Chapter I, we had noted the role played by public expenditure 
in the making of the Kerala model. The State had spent heavily in the 
past on education, health care, public distribution system and social 
security. The capacity of the State to spend on these services as in the 
past is however getting eroded due to acute and perennial fiscal crisis. 
Table II-1 shows the movement of the Gross Fiscal Deficit (GFD) 
over recent years. The Gross Fiscal Deficits of Kerala in the nineties 
exceeded 20 percent of aggregate government expenditure during most 
of the years. In some years, the GFD came close to 25 percent of the 
aggregate expenditure and 7 percent of the state domestic product. 
The Gross Fiscal Deficits of Kerala in relation to expenditure were 
always larger than for All States during most years. 


As noted in Chapter I, the fiscal crisis of the State government 
is not of recent origin, though its frequency and magnitude have 
increased in recent years. This may be seen from Table II-2, presenting 
the budgetary deficit position of Kerala with the collective position 
of All States from 1974-75. 


The Table shows that even during the Fifth Five Year Plan 
period, (1974-79), Kerala had budgetary deficits during two years 
(1975-76 and 1976-77). The amounts involved were, however small. 
During the Sixth Five Year Plan period (1980-85), Kerala had deficits 
during four years and the amounts involved became larger. During 
the Seventh Plan period (1985-90), despite strict control on 
expenditure and treasury payments (leading to the piling up of unpaid 
dues to the public, government suppliers and contractors) Kerala had 
deficits during three out of five years. During the seven-year period 
(1990-1997) which coincided roughly with the post-liberalisation 
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period with its emphasis on containing fiscal deficits in India, the 
State had deficits during four years. 


It is true that budgetary deficits have become a common prob- 
lem for all states, right from the beginning of the Sixth Plan (1980- 
81). An analysis of the deficits, however, shows some disturbing 
differences between Kerala and All States. Firstly, the origin of 
Kerala's problem dates back to the Fifth Five Year Plan period itself, 
as was noted earlier. Secondly, the magnitude of deficits especially 
revenue deficits was much larger for Kerala than for All States as 
may be seen from Table II-3. In many years, revenue deficits formed 
more than 10 per cent of the total revenue expenditure of Kerala. 
During most years of the eighties and the nineties, the percentage of 
revenue deficits of Kerala was much higher than that of All States. 


While Kerala had 18 years of revenue deficits during the 24year 
period ended with 1997-98, All States had revenue deficits only during 
12 years. While revenue deficits became a continuous phenomenon 
in Kerala from 1983-84, it became a regular phenomenon for All 
States only from 1987-88. On the other hand, All States had capital 
deficits during 12 out of 24 vears against 8 years for Kerala. This, 
implies that Kerala during many years, had been carving out surpluses 
in its capital account in order to finance, at least partly, its recurrent 
revenue deficits. In recent years, deficits of All States have also started 
following the Kerala pattern as they too had started giving increasing 
weightage to Social and Community Services. 


Kerala's mounting and recurrent revenue deficits have become 
increasingly a charge on the States” capital receipts (See Table 11.4). 
The pattern of financing revenue deficits with capital receipts revealed 
in the Table is fraught with grave consequences. The diversion of 
capital receipts to finance revenue expenditure naturally reduces the 
ability of the State to incur capital expenditure, since there is a limit 
to what a state government can raise by way of capital receipts. 
Besides, almost all capital receipts are interest bearing. The utilisation 
of capital receipts for current consumption is therefore bound to 
aggravate the debt servicing problem in future. 
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The State had been dipping into its Public Accounts also 
(Savings deposits, State Provident Funds, Insurance and Pension 
Funds, Reserve Funds, Welfare Funds and Deposits) to finance its 
revenue deficits for quite some time. In fact, during four years of the 
eighties, revenue deficits exceeded receipts into the government's 
Public Accounts. In the nineties, revenue deficits exceeded the net 
accretion to the State's Public Accounts during five years. It may be 
noted that the Public Accounts are maintained by the state governments 
in their fiduciary capacity, as bankers or trustees. The utilisation of 
these funds for current consumption, has already started impairing 
governments's ability to meet in time, its fiduciary obligations. It 
may also get the State into much more serious ways and means 
difficulties in future. 


Within the revenue account itself, Kerala's budgetary problem 
has its origin in the non-plan account, unlike in the case of AII States.? 
This may be seen from Table. II-5 which shows the non-plan revenue 
surplus/deficits before and after Statutory transfers effected under 
the aegis of the Finance Commissions.? 


The Table reveals a major difference between the non-plan gap 
of Kerala and that of All States. After devolution of tax shares, All 
States had surpluses on non-plan revenue account till 1989-90. On 
the other hand, Kerala had non-plan deficits after devolution during 
the first three years of the Fifth Plan itself. Such deficits were there 
during all the five years of the Seventh Plan. The situation persisted 
during the nineties. These years of deficits for Kerala were covered 
by the awards of the Sixth, Eighth, Ninth and the Tenth Finance 
Commissions. During the first three years of Fifth Plan, grants 
recommended by the Sixth Finance Commission were adequate to 
meet Kerala's non-plan revenue gap (See col. 3). But during the 
seventh Plan and the Eighth plan, even the statutory grants turned 
out to be totally inadequate to cover the State's non-plan gap. In fact, 
during this period, Kerala did not get any deficit grants at all under 
the substantive provision of Article 275 of the Constitution. Even 
after getting other non-plan, non-statutory grants* (including grants 
for meeting natural calamities), the State had deficits on non-plan 
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account during all the years of the Seventh and Eighth Plans. The 
above discussion points out that at least part of the present fiscal crisis 
of the State can be traced to the unrealistic estimation of the non-plan 
revenue gaps by the Eighth, Ninth and the Tenth Finance 
Commissions.? (See Chapter IV for details). 


It may be noted that the non-plan revenue gaps calculated by us 
are really under estimates as compared to the gaps estimated by the 
Finance Commissions. The Finance Commissions’ estimates of non- 
plan revenue are made on the basis of tax and non-tax rates prevailing 
in the year preceding the award period. As per the accounting practice 
adopted by both the Planning and Finance Commissions, all additional 
revenues mobilised during a plan period by raising rates or by 
widening the tax and non-tax bases are meant for financing plan 
expenditure. In the absence of separate data for additional revenue 
mobilisation, the figures of revenue used by us in Table II-5 and Table 
II-6 are inclusive of additional revenue moblised during the plan 
periods.? This implies that even after utilising all the additional 
revenue mobilised, the State could not meet its non-plan revenue 
expenditure fully and the non-plan gaps could still not be filled. This 
further implies diversion of plan funds for current consumption from 
new investment. 


With mounting deficits in the State's non-plan revenue account 
even after deploying all additional revenues moblised and even after 
availing itself of all non-plan grants- statutory and discretionary - 
the State's plan revenue expenditure had to be financed entirely by 
Central Plan grants from the Seventh Plan onwards. Besides, the 
State's revenue plan expenditure (including expenditure on Central 
and Centrally Sponsored Plan Schemes) was higher than the total 
Central plan grants (including grants for Central and Centrally 
Sponsored Schemes).’ This left deficits on revenue plan account also 
(see Table.II-6). During earlier years, prior to 1985-86, the State had 
meagre non-plan surpluses after mobilising additional resources and 
after availing itself of all non-plan, non statutory grants. But during 
two years of the Fifth Plan (1975-76 and 1976-77) and three years of 
the Sixth Plan (1980-81, 1983-84 and 1984-85), these surpluses were 
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inadequate to cover the gap between State's plan revenue expenditure 
and Central Plan Grants. This led to deficits in overall revenue account 
during these years. During all the years of the Seventh Plan, and ever 
since (except 1995-96) the deficits on plan account were in fact, 
compounded with the deficits on non-plan account. This has important 
implications for the size of the State's plan outlays as will be seen in 
Chapter VI. 


In the above situation, the only alternative for Kerala was to get 
its revenue deficits financed by generating capital surpluses. This is 
precisely what the State seems to have done during all years of the 
Seventh Plan except 1986-87. In 1985-86, State's capital surpluses 
were adequate to finance revenue deficits. But from 1987-88 onwards, 
they turned out to be inadequate, leaving overall deficits. The same 
was the position in four years of the nineties. 


It will be argued later in Chapter V that the magnitude as well 
as the peculiarity of Kerala's fiscal crisis discussed above is built into 
the very pattern of State's public expenditure, weighed as it is in favour 
of Social and community Services. By their very nature, the 
expenditure on these services are largely on revenue account unlike 
in the case of Economic Services. Thus, a higher share of expenditure 
on Social and Community Services in the total expenditure leads to a 
larger revenue component. Most of these expenditure is for wages, 
salaries and pensions which are of a recurring nature. These, per 
force, will have to be continued even after the end of a Five Year Plan 
period. This partly accounts for the larger non-plan expenditure of 
Kerala. The inadequate appreciation of the budgetary implications of 
Kerala's pattern of expenditure by the funding agencies like the 
Planning Commission and the Finance Commissions has contributed 
to the gravity of the problem.. This aspect will be discussed in greater 
detail in Chapter IV. 
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Notes and References 


l. 


For a detailed discussion of the budgetary crisis of both the states 
and the Union, see Government of India, First and Second Reports 
of the Ninth Finance Commission, and the Report of the Tenth 
Finance Commission, 1988, 1989 and 1994. 


In India, government expenditure is divided into Plan and Non- 
Plan. Plan expenditure is the expenditure on new projects included 
ina Five Year Plan as well as those on incomplete projects carried 
forward from the previous Plans. Most of these projects are of 
developmental nature. Recurring expenditure on all schemes 
completed during a Five Year Plan are treated as non-plan at the end 
of the plan. There is an element of arbitrariness in the classifications. 
All debt service payments and pensions to government staff are 
included under non-plan. Non-plan expenditure are not synonimous 
with non developmental as a good portion of the non-plan expenditure 
are developmental in nature. 


Finance Commission is the agency envisaged under the Indian 
constitution to decide fiscal transfers between the federal government 
(known usually as the Centre or Central government or Union 
government) and the various State governments. Its importance has 
been coming down with the advent of centralised economic planning. 
Itis now the Planning Commission and the different Union ministries 
which account for the bulk of Central transfers. The Finance 
Commission is appointed every five year or earlier. So far, ten Finance 
Commissions have submitted their reports. 


Statutory transfers refer to the financial transfers effected on the 
recommendations of the Finance Commissions. These transfers are 


effected in two ways (1) sharing of the proceeds of two important 


federal taxes viz. Personal income tax and Union Excise Duties 
usually referred to as devolution. (2) grants in aid to those states in 
need of assistance under Article 275 of the constitution. These grants 
are known as the statutory grants. 


Non-Plan, non-statutory grants are decided by the Union ministries. 
They are given to states which execute Central Government schemes 
outside the Five Year Plan. These grants also include grants for 
meeting natural calamities. 
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See (a). Gulati I.S. and George.K.K. “Eighth Finance Commission's 
Award" in Essays in Federal Financial Relations, Oxford IBH, Delhi, 
1988. 


(b). George K.K.,”Ninth Finance Commission's Report: An Ap- 
praisal" Economic and Political Weekly, April 1,1989. 


Accounts data on additional resource mobilisation (ARM) are not 
readily available. 


Plan grants are meant for financing (1) the State's own Five Year 
Plan (2) Central and Centrally Sponsored Plan schemes executed 
through the state budgets. Bulk of the funds for these schemes come 
from the Central government. Many of the schemes have matching 
provisions. 
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TABLE II-2 
Comparative Position of Budgetry Surplus/Deficit 


of Kerala and All States 


(Amount in crores of rupees) 





Revenue Account | Capital Account Overall 

Kerala All States Kerala All States Kerala All States 
1974-75 03 394.7 119  -3830 129 11.6 
1975-76 -3.4 971.7 -12.8 -295.2 -16.3 676.5 
1976-77 -3.3 1096.8 -11.6 -943.3 -14.9 153.5 
1977-78 29.1 1019.1 -3.2 1089.0 25.9 -69.8 
1978-79 43.0 1135.4 2.6 -3.9 68.9 1131.5 
1979-80 57.9 1548.3 37.1 -1509.1 20.9 39.2 
1980-81 -27.2 1485.4 -42.1  -1703.9 -63.9 -218.4 
1981-82 96.0 1379.4 -157.9 -1663.5 -61.9 -284.2 
1982-83 26.8 888.1 4.2 -1035.5 31.0 -145.3 
1983-84 -58.2 210.5 42.3 -376.9 -16.0 -166.4 
1984-85 -13.7 -923.5 -63.5 -350.2 -77.2 -1273.8 
1985-86 -74.2 658.7 194.8 1047.9 120.6 1706.5 
1986-87 -152.2 39.4 -18.8 -354.1 -171.1 -314.6 
1987-88 -194.6 -1088.1 188.2 801.8 -1.6 -65.6 
1988-89 -163.9 -1806.9 117.1 2202.3 -1.1 379.7 
1989-90 -250.5 -3681.9 226.1 3549.1 14 -160.9 
1990-91 -422.1 -5308.9 405.6 5534.5 -24.6 71.5 
1991-92 -364.3 -5650.8 316.3 6210.9 -72.5 -155.8 
1992-93 -3374 -5114.1 427.5 6943.5 90.1 1829.3 
1993-94 -371.3 -3812.5 470.8 3350.7 99.5 -461.7 
1994-95 -399.9 -6156.2 799.5 10623.9 399.6 4467.7 
1995-96 -402.8 -8200.6 467.8 11050.3 65.0 2849.7 
1996-97 RE-1007.1 -15855.2 5839 115329 -423.2 -4322.3 
1997-98 BE-1242.1 -16385.5 1027.8 13943.1 -214.3 -2442.4 


Notes and References: 


|. Figures of surplus and deficit are those given in the “Finances of State Governments," 
R.B.I. Bulletin, various issues. They differ from those given in the state budgets. 
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TABLE II-3 
Ratio of Revenue Surplus/Deficit to Revenue Expenditure 
(1974-98) 
| (In percentage) 
YEAR KERALA ALL STATES 
1974-75 0.1 6.5 
1975-76 -1.0 13.9 
1976-77 -0.8 13.8 
1977-78 7.0 11.4 
1978-79 9.0 10.8 
1979-80 10.9 12.8 
1980-81 -4.1 10.8 
1981-82 12.7 8.1 
1982-83 3.4 4.4 
1983-84 -5.9 0.9 
1984-85 -1.2 -3.3 
1985-86 -5.1 2.0 
1986-87 -9.2 0.1 
1987-88 -10.9 -2.4 
1988-89 -7.9 -4.1 
1989-90 -10.8 -6.1 
1990-91 -14.9 -7.4 
1991-92 -11.3 -6.6 
1992-93 -9.2 -5.3 
1993-94 -8.6 -3.5 
1994-95 -7.9 -4.8 
1995-96 -6.9 -5.6 
1996-97 RE -13.4 -9.2 
1997-98 BE -14.2 -8.5 
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TABLE II-4 
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Ratio of Revenue Surplus/Deficit to Total Capital Receipts 


Total Capital Receipts 


and Receipts in Public Accounts 


(In percentages) 


Receipts in Public Accounts 





YEAR Kerala All States Kerala All States 
1974-75 0.3 18.2 1.2 148.8 
1975-76 -3.6 32.3 -15.3 261.2 
1976-77 -2.7 38.0 -13.0 223.2 
1977-78 22.1 31.9 93.4 176.9 
1978-79 25.2 22.1 106.8 133.5 
1979-80 41.7 36.2 231.0 225.5 
1980-81 -18.7 26.6 -102.6 140.6 
1981-82 55.4 22.6 313.8 130.5 
1982-83 12.3 12.4 45.6 60.6 
1983-84 -16.0 2.3 -60.4 11.7 
1984-85 -3.7 -8.5 -19.3 -48.7 
1985-86 -10.3 5.0 -65.2 30.3 
1986-87 -25.9 0.3 -127.8 1.6 
1987-88 -29.6 -7.0 -89.8 -16.6 
1988-89 -28.4 -10.6 -158.6 -25.4 
1989-90 -30.6 -18.3 -118.3 -41.6 
1990-91 -44.0 -21.4 -125.1 -48.8 
1991-92 -32.9 -20.2 -131.6 -38.0 
1992-93 -29.7 -17.0 -117.2 -30.1 
1993-94 -28.2 -13.3 -89.4 -26.8 
1994-95 -23.6 -14.1 -74.1 -58.5 
1995-96 -25.8 -18.8 -89.5 64.6 
1996-97 RE -55.2 -33.2 -198.2 -157.1 
1997-98 BE -30.6 -218.7 -135.5 


-54.9 





Notes & References: | 
|. Public Accounts include Small Savings, Trust and Endowment Funds, 
Insurance and Pension funds, Reserve Funds, Deposits and Advances, 


Suspense and Miscellaneous, Remittances and Cash Balances. 
Total Capital Receipts include Receipts in Public Accounts, Loans from 


tə 


the Central government, Márket borrowings and Negotiated Loans. 
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TABLE II-5 


Non-Plan Revenue Surplus/Deficit before and after 
Devolution and All Statutory Transfers 


(Amount in crores of rupees) 





After Devolution 








Year Before Devolution After all Statutory 

Transfers 
Kerala All States Kerala АЛ States Kerala All States 
1974-75 -87.3 -1195.7 -40.1 32.8 3.8 520.0 
1975-76 -100.1 -966.3 -38.4 632.8 5.] 1143.2 
1976-77 -86.7 -816.7 -21.8 863.1 19.4 1383.4 
1977-78 -63.9 -1239.1 5.2 566.7 49.7 1130.3 
1978-79 -53.8 -1313.5 21.4 639.3 70.5 1164.4 
1979-80 -44.6 -1901.5 92.0 1505.9 92.3 1761.9 
1980-81 -106.5 -2141.3 45.0 1647.6 45.0 1897.6 
1981-82 -22.0 -2420.3 148.8 1839.4 149.0 2090.2 
1982-83 -109.1 -3218.1 76.8 1414.6 76.9 1656.3 
1983-84 -192.9 -3776.2 16.6 856.5 18.6 1124.4 
1984-85 -170.7 -5253.3 62.6 601.1 63.6 1045.3 
1985-86 -372.7 -6301.8 -164.2 955.4 -153.8 1567.3 
1986-87 -456.7 -6456.9 -117.5 1860.5 -111.9 2743.3 
1987-88 -407.8 -7958.5 -118.5 1535.1 -104.4 2670.6 
1989-89 -4934 -10426.3 -56.6 309.7 -53.5 1346.2 
1989-90 -572 9 -13543.1 -117.0 -445.8 -107.8 983.5 
1990-9] -883.5  -17813.1 -397.3 -3571.6 -333.3 -1343.7 
1991-92 -897.8 -21790.7 -321.3 -4942.8 -316.6 -2822.0 
1992-93 -959.2 -253484 -272.2 -4768.2 -266.7 -2651.0 
1993-94 -995.4 -27661.2 -2443 -5266.4 -238.0 -3402.7 
1994-95 -1109.5  -289346 -271.1 -4049.9 -264.7 -2210.9 
1995-96 -988.0 -33078.1 48.9 -4030.5 62.4 -59.0 
1996-97 RE -1596.2 -43026.1 -378.5 -8400.0 -363.2 -4243.4 
1997-98 BE -1467.1 -48323.3 -66.7 -8208.6 -51.4 -5836.4 
Notes: 


1. Devolution refers to the share of Central taxes accruing to the States. 


2. Statutory Transfers - Devolution Plus Statutory grants under Article 275 of the 
Constitution. 
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Table II-6 


Revenue Deficit of Kerala in Plan and Non-Plan Accounts 
(Amount in lakhs of rupees) 


Non-Plan Non-Plan Deficit(-) Overall 

deficit(-) Deficit(-)/ Surplus(+) on Revenue 
Year Surplus(+) after ` Surplus(+) after all Plan Rev. Ac. Deficit 

All Statutory Transfers Non-Plan Grants 

1974-75 379 643 -615 28 
1975-76 509 613 -962 -349 
1976-77 1942 2037 -2367 -330 
1977-78 4974 5128 -2223 2905 
1978-79 7051 7151 -2848 4303 
1979-80 9229 9448 -3655 5793 
1980-81 4503 5106 -7828 -2722 
1981-82 14954 15921 -6323 9598 
1982-83 7686 7999 -5321 2678 
1983-84 1863 2149 -7969 -5820 
[984-85 6356 8335 -9702 -1367 
1985-86 -15381 -4687 -2729 -7416 
1986-87 -11187 -9220 -6004 -15224 
1987-88 - 10438 -0866 -0593 - 19459 
1988-89 -5346 -3054 -13340 -16394 
1989-90 -10783 -8355 -16690 -25045 
1990-9] -33329 -27436 -14766 -42202 
1991-92 -31662 -26471 -0962 -36433 
1992-93 -26668 -21985 -11756 -3374] 
1993-94 -23797 -20272 -16859 -37131 
1994-95 -26467 -23077 -16911 -39988 
1995-96 6237 12782 -53069 -40287 
1996-97RE -36315 -33700 -07006 - 100706 
1007-98BE -5142 -219 - 124012 -124321 
Notes: 


| Non-Plan Grants include statutory grants under Article 275 of the Constitution, 
grants for natural calamities given on the recommendations of the Finance 
Commission and other non-statutory, non-plan grants given by the different 
ministries of the Central government for financing their different schemes outside 
the Five Year Plans. 
)  Deficit on Plan account = Central Plan Grants (for State Plans,Central and Centrally 
Sponsored Schemes) minus Plan Revenue Expenditure (under State Plan, Central 
and Centrally Sponsored Schemes). 


CHAPTER III 
LIMITS TO RESOURCE MOBILISATION 


In this chapter, it is proposed to examine whether it is the 
slackness in the resource mobilisation efforts of the State government 
that has led to its present fiscal crisis which in turn has impaired its 
capacity to finance public expenditure as in the past! Our analysis 
shows that the State's resource mobilisation efforts compare very 
favourably with those of other states. Despite its best efforts, the 
resources mobilised by the State fall far short of its requirements 
because of the slow growth of its resource base. This, in turn, is due 
to the slow growth of its economy. The pattern of growth - slower 
growth in the commodity producing sectors and the relatively higher 
growth in the tertiary sectors - has accentuated the problem as the 
states in India are precluded from taxation of services under the 
constitutional division of powers. They are also precluded from 
taxing personal or corporate income which prevents the State from 
taxing the income flowing from the emigrants to the Gulf region. No 
doubt, the State's strategy of relying mostly on commodity taxation 
and not on non-tax revenues has also been a contributory factor for 
the inadequacy of resources mobilised. 


Table 11-1 gives the share of own funds in financing the 
State’s expenditure. This Table brings out clearly that Kerala’s 
reliance on its own funds has been much more than that of All States 
from the year 1977-78 onwards. Only the year 1986-87 was an 
exception. 


Table III-2 gives the ratio of state's own revenue to state 
domestic product for Kerala and All States. This Table shows that 
Kerala's resource mobilisation efforts had been much better than that 
of All States. Ratios of Kerala's own revenues to state domestic product 
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are consistently higher than that of All States during all the years. 
These above average resource raising efforts have to be seen in the 
context of the State's per capita income which has always been lower 
than the all-states average. 


Table III-3 shows the per capita revenue, both tax and non-tax, 
of Kerala and All States. Despite its low resource base, Kerala's re- 
source mobilisation in per capita terms has been always higher than 
that of All States. 


State's Tax Efforts 


If Kerala's tax-sdp ratio is taken separately, we find that it was 
steadily increasing till 1981-82. There was a fall in this ratio in 1982- 
83, 1983-84 and 1984-85. But even in these years, the State's ratios 
were higher than those of All States. During subsequent years, the 
State's tax-sdp ratio picked up considerably and reached a record 
high of 13.6 per cent in 1995-96. This tax-sdp ratio in a way is an 
underestimate as some of the taxes like Profession Tax, Entertain- 
ment Tax and Building Tax are levied and collected by local bodies 
directly in Kerala unlike in many other states. 


Our findings regarding the State's tax efforts are corroborated 
by all studies on states’ tax efforts still now.* The study conducted by 
the National Institute of Public Finance and Policy (N.I.P.F.P) for the 
Eight Finance Commission had placed Kerala among the states with 
"above average tax efforts"? The first report of the Ninth Finance 
Commission, using Aggregate Regression Approach found that the 
trend estimates of Kerala's tax revenues for 1989-90 were higher than 
its normative estimates. Using a different method, viz., a modified 
version of the Representative Tax System, the Ninth Finance Com- 
mission in its second report found that Kerala's tax effort was better 
(han the norm worked out by it? The Tenth Finance Commission 
found that the buoyancy coefficients of most of the major state taxes 
were one of the highest in Kerala.” 


The scope for further raising of tax-rates appears to be limited 
ın Kerala. The rates of sales tax and state excise duties in the State are 
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higher than in the bordering states of Tamil Nadu and Karnataka. 
These rates in Kerala are very much higher than in Mahe, a Union 
Territory which is almost a tax haven (This territory forming part of 
Pondichery is contiguous to Kerala). Further hiking of tax rates can 
only aggravate the trend towards trade diversion that exists even at 
present. This is particularly true in the case of high value, low bulk 
commodities. The small size of the state makes trade diversion easier. 
Already, “Kerala Markets' have sprung up in Mahe and the border 
towns of Tamil Nadu and Karnataka to attract the consumers from 
the State. Besides, any further raising of rates can reinforce the 
tendency, which already exists, for shifting economic activities across 
the State's borders, for a number of other reasons. 


The State's capacity for additional resource mobilisation is 
severely constrained by the low level and slow growth of per capita 
sdp, as noted earlier. The Kerala pattern of economic growth together 
with the division of taxing powers between the Centre and States has 
further hindered the tax efforts of the State. Agricultural production 
in the State has been growing only very slowly. Index of Agricultural 
Production (base year: average of triennium ended 1978-79) had 
increased only to 150 by 1996-97. Apart from this slow growth in 
agriculture, the cropping pattern in the state too is posing problems 
in taxing agricultural commodities. The State concentrates on cash 
crops which are sold either outside the State or outside the country. 
During recent years, the only major crops of the State which have 
shown increases in production are plantation crops, oil seeds and 
spices. The bulk of these crops are sold outside the State. Similarly, 
the major portion of the marine products (fisheries sector was one of 
the few sectors which showed high growth rate) is exported. The 
State's power to impose higher tax rates on these commodities is 
subject to central legislation covering inter-state trade and export 
sales. Amendment to Section 5 of Central Sales Tax Act in 1975-76, 
prevents imposition of Sales Tax on export commodities not only at 
the ultimate point of export sales but also at the penultimate point. 
This has adversely affected the ability of the State to raise taxes from 
the few buoyant sub-sectors of the economy. Export commodities 
like spices, tea, coffee, cashew and marine products used to fetch 
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Rs.23 crores for the State's exchequer before the amendment. For 
1986-87, the loss is estimated at Rs.110 crores.’ No doubt, these 
restraints were imposed as an export promotion measure in national 
interest. But the State's claim for compensation for loss is equally 
justified. The State's demand for compensation from the Centre had 
been conceded in parliament. But this promise still remains to be 
honoured. . 


The presence of legal loop-holes (relating to consignment sales, 
branch transfers and direct sales by producers) and the oft complained 
non co-operation in tax co-ordination by railway authorities have 
facilitated sales tax evasion. A large proportion of the output of certain 
crops like rubber and copra is sold in the form of consignment transfers 
on which sales tax cannot be imposed by the State. 


As for direct taxation of agriculture, the peculiar land holding 
pattern in the State poses problems. The average size of the holdings 
in 1990-91 was only 0.33 hectares. Large holdings (10 hectares and 
above) account for only 9.7 per cent of the area and 0.06 per cent of 
the number of holdings in the State. Even plantation crops like rubber 
are cultivated largely in small plots in the State. 


The share of manufacturing in sdp is lower in Kerala (13.3 per 
cent) than in the country as a whole (21.9 per cent). Even within the 
manufacturing sector, unregistered sector contributed about 47 per 
cent to the industrial income as against 38 per cent for the country as 
a whole. Most of the unregistered units in Kerala are in the declining 
traditional sector (eg. coir, handloom, beedi etc.). They, in fact, require 
fiscal support for their very survival and cannot be expected to 
contribute to the State's taxes. Thus, the low share of manufacturing 
sector in sdp and the dominance of non-factory sector within this 
sector place severe constraints on the State's capacity to tax even the 
industrial income. Besides, a high proportion of the output of the 
registered manufacturing sector is sold outside the State. This, as noted 
carlier, restricts the State's capacity to impose higher rates of sales 
(ax as the maximum rates are prescribed in the Central legislation. 
Besides, a good portion of this trade also is taking place by means of 
consignment sales or branch transfers which are used today as devices 
(o avoid sales tax. 
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It is not that the State can do absolutely nothing more on the 
taxation front. As may be seen from Table III-4, the State seems to be 
relying increasingly on commodity taxation. The share of these taxes 
in total tax revenue of the State (excluding share in Central taxes) 
ranged between 85 to 90 per cent between 1974-75 and 1997-98. 
Correspondingly, the share of taxes on income, has been coming down. 
This trend should and could be reversed. There appears to be further 
scope for resource mobilisation through taxes on property and capital 
transactions in view of the high average value of assets per household 
in Kerala (Rs. 54,674 against Rs.20,204 for the country). The value 
of buildings too was higher in Kerala (Rs.17,411 and Rs.9,141).* The 
average value of land per household, despite the low size of holdings 
noted earlier, indicates the higher value of land in the State. In spite 
of this, the share of taxes on properties and capital transactions has 
not been much higher than the All States average due to large scale 
evasion by under reporting of values. One positive trend that is 
visible from the Table is the reversal of the downward trend in the 
share of these taxes from 1988-89. In view of the limited scope for 
additional commodity taxation discussed earlier, it appears that a new 
strategy of taxation relying more on direct taxes is called for, not 
withstanding the narrow tax base for states left by the Indian 
constitution. | 

The scope for increasing tax collection by increasing tax rates 
or widening the tax base is limited in the state for reasons mentioned 
earlier. But there is still considerable scope for collecting more taxes 
by toning up tax administration. The State's tax administration 
machinery does not appear to be well equipped for coping with the 
task of controlling tax evasion. In addition to the usual causes like 
inefficiency, corruption and political interference, the absence of a 
computerised information system on production, consumption, inter- 
state trade, exports and imports seems to have facilitated evasion 
considerably. 


State's Efforts in Mobilising Non-Tax Revenues ' 


It was seen from Table III-2 that there was some deceleration in 
the growth of revenue in relation to sdp during some years of the 
Sixth Plan. This was largely on account of deceleration in the growth 
of non- tax revenues. 
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The ratio of non-tax revenue to sdp (except for an abnormal 
rise to 6.2 per cent in 1981-82) was generally coming down over the 
years. What is more, the State's ratio was lower than that of All 
States from 1981-82 onwards.. In per capita terms too, Kerala's non- 
tax revenue collections were lower than that of All States from the 
Sixth Plan onwards. 


There are other indications of the State's poor efforts in tapping 
non-tax revenues. The share of non-tax revenue in total own revenue 
was lower than that of All States during all the years except 1981-82 
(see Table.III-5). The share of non-tax revenues which was closer to 
All States average in the seventies started declining steadily in the 
cighties and the nineties. It stood at 10.4 per cent during 1997-98 
against the All States average of 22.2 percent.. As may be seen from 
Table III-3, State's own non-tax revenue in per capita terms was 
marginally higher than for All States during the Fifth Plan. During 
(he Sixth Plan, it became slightly lower than that of All States. During 
ihe subsequent Plan periods, Kerala's per capita non-tax revenues 
were considerably lower than that of All States. 


The State’s capacity to raise tax revenues by increasing tax rates 
is rather limited by the constraints noted earlier. But there appears to 
be further scope to raise its non-tax revenue. No doubt, the low level 
and growth of per capita income place constraints here also. The high 
rates of taxes too pose a constraint as the bases of these two sources 
of revenues often overlap. 


The ratio of interest receipts to outstanding loans extended by 
ihe State government shows considerable annual fluctuations as may 
be seen from Table III-6. These fluctuations are caused largely by the 
failure of the State Electricity Board and the Kerala State Road 
Transport Corporation, (two of the biggest borrowers from the State 
povernment). 


There is definitely scope for Kerala raising more non-tax 
revenues from its public sector enterprises and co-operative 
institutions. Kerala's share in the total equity investments in these 
slate level enterprises by all states had been high (6.1 per cent). Yet, 
all these enterprises and institutions contributed only Rs. 4.3 per cent 
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of the dividends. Dividends represented only 0.3 percent of the total 
equity investments as against the All-States average of 4.4 per cent.? 
Of the 110 State owned enterprises, only 41 units were making any 
profits in 1996-97. As against their profits aggregating Rs.131 crores, 
losses of the other units totalled Rs.254 crores, resulting in a net loss 
of Rs.123 crores. Fifty five units had carried forward losses 
aggregating Rs.1624 crores. Thirty three enterprises had negative 
worth. !° 


Certain components of non-tax revenues have a built-in ten- 
dency to decline in relative terms which is important to note in the 
context of Kerala Model of Development. As may be seen in Table 
I11-7, annual revenue receipts from Social and Community Services 
and Economic Services in relation to the government’s revenue ex- 
penditure on these services had been showing a declining trend. This 
ratio in case of Social and Community Services, which was 5.6 per 
cent in 1974-75, slipped to 2.1 per cent during 1997-98. No doubt, 
Kerala’s performance in this regard has been slightly better than that 
of All States. Steep downward trend is also noticed in the ratio of 
receipts from Economic Services to expenditure on them. From 49.1 
per cent in 1974-75, the ratio fell to 10.4 per cent in 1997-98. The 
Table shows that the cost recovery rates of economic services are 
considerably lower for Kerala than for All States. But, as may be 
expected, they were higher than those of Social and Community Ser- 
vices by a wide margin. 


The low recovery rates of Social and Community Services as 
compared to Economic Services depresses the non-tax revenues of 
Kerala more than those of other states in view of the substantially 
larger share of these services in Kerala's expenditure. To add to this 
problem, Kerala's recovery rates on economic services too were much 
lower. 


The above discussion brings out clearly the State's failure to 
rationalise its expenditure or to collect at least a portion of its 
expenditure from the users of services by appropriate pricing. The 
failure to tap this potential has resulted in the general tax payers being 
compelled to subsidise heavily the particular users of government 
services. It is true that pricing of social and economic services that 
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are provided by state government may have to have some built-in 
subsidies in them, particularly to the extent that these services are 
targeted at weaker groups which need to be supported on social 
grounds. But can the State's exchequer with its burgeoning fiscal 
deficits afford the present quantum of subsidies? Besides, these hidden 
subsidies are on the increase as most of the prices for services had 
not been revised for years. What is more, exemptions from payment 
for different services have been increasingly made. Not all these 
hidden subsidies are targeted specifically at weaker sections. It is 
doubtful whether a state like Kerala with its perennial fiscal crisis 
and growing need for public expenditure can afford indiscriminate 
provision of subsidies, hidden or open. 


Need for a New Strategy for Resource Mobilisation 


As pointed out earlier, the major reason for the State's fiscal 
crisis from the resources side is the slow growth of its resource base 
rather than the slackness in its resource efforts. But Kerala's strategy 
of resource mobilisation also must bear part of the blame. This strategy 
does not appear to be very appropriate, given the model of 
development the State pursued. The State was relying heavily on 
(axation, particularly commodity taxation. The share of taxes on 
income had been coming down. Where contiguous states impose lower 
(ax rates, there is a limit for an individual state, especially a small 
state like Kerala to mop up revenue by increasing the tax rates. The 
excessive reliance on commodity taxation has become counter- 
productive. Besides, this strategy does not appear to be very 
appropriate or sustainable in an economy where the growth in service 
sectors is considerably more than in commodity producing sectors. 
The present strategy is also inappropriate in view of the government's 
expenditure pattern favouring Social and Community Services. Since 
(his pattern does not lead directly to increase in commodity production, 
indirect recovery of cost through commodity taxes is difficult. The 
yovernment has to recover more of the expenditure on these services 
by increasing the user charges. Similarly, the government which had 
in the past assumed a direct role in economic activities has to ensure 
that its past investments do generate adequate returns to sustain its 
public expenditure. 
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Share of Own Funds in Financing State's Expenditure (1974-98) 


Year 


1974-75 


1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-9] 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 


Kerala 


61.2 
62.7 
65.3 
70.7 
72.3 
71.4 
65.4 
80.4 
70.8 
61.0 
66.3 
60.3 
39.1 
62.6 
60.5 
61.2 
54.8 
59.3 
39.3 
62.1 
63.1 
67.3 


1996-97ЕЕ 60.2 
1997-98BE 60.0 





69.3 
73.5 
73.7 
70.5 


68.7 ` 


67.4 
66.7 
67.2 
64.8 
62.7 
59.3 
60.8 
60.2 
57.8 
27.5 
58.0 
35.2 
56.2 
54.8 
56.7 
00.3 
59.8 
55.6 
56.1 


58.4 
43.9 
40.1 
46.1 
41.9 
34:3 
37.8 
24.1 
51.0 
31.2 
36.2 
55.9 
40.1 
75.8 
62.6 
79.1 
99.5 
67.2 
85.6 
85.2 


105.6 


82.9 
87.2 


106.2 


Revenue Expenditure Capital Expenditure 
AllStates Kerala 


42.9 
51.7 
37.6 
30.0 
37.2 
27.7 
351 


65.2 


(In percentages) 


Total Expenditure 


All States Kerala 


61.2 
58.3 
58.8 
04.7 
65.2 
67.4 
39.3 
63.2 
66.6 
58.6 
58.0 
59.2 
54.6 
65.3 
60.8 
64.9 
62.1 
60.9 
63.5 
65.9 
69.4 
69.7 
64.1 
65.7 


All States 


61.4 
66.5 
61.9 
57.4 
58.3 
54.5 
56.3 
57.1 
56.6 
57.4 
55.0 
55.0 
525.2 
55.0 
55.4 
57.0 
55.4 
58.7 
58.4 
56.6 
63.1 
62.4 
56.6 
97.7 


Note: Own Capital funds here include, net accretion to Public Accounts, Маг- 
ket borrowings and negotiated loans from financial institutions, but exclude loans 
Irom the Centre. 
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TABLE III-2 
Ratio of Own Revenue to State Domestic Product 


(In Percentages) 


Year Tax Revenue Non-Tax Revenue Total Revenue 
Kerala — All States” Kerala All States” Kerala All States” 


1974-75 3.9 5.4 2.7 2.3 8.6 zı 


1975-76 ?2 6.5 2.8 21 10.0 92 
1976-77 7.8 6.7 2.8 2.9 10.6 9.6 
1977-78 8.5 6.3 3.2 2.8 IL 9.) 
1978-79 9.2 6.8 3.4 3.0 12.6 9.8 
1979-80 92 7.1 3.9 3.0 134 10.1 
1980-81 9.4 7.0 2.8 2.9 12.2 99 
1981-82 10.1 ¿T 6.2 PAS 16.3 10.6 
1982-83 9.3 14 42 2.9 11.8 10.6 
1983-84 8.8 T3 2.2 2.8 11.0 10.1 
1984-85 9.7 7.6 2.1 2.8 11.8 10.4 
1985-86 14 8.2 22 3.0 13.4 11.2 
1986-87 ИЛ 8.6 2.2 3.2 12.3 11.8 
1987-88 11.2 8.6 2.2 3.0 13.5 11.7 
1988-89 11.6 8.3 2.0 2.8 13.6 112 
1989-90 11.6 8.4 1.6 2.9 13.2 11.3 
1990-91 11.0 8.4 L7 2.6 12.7 11.0 
1991-92 11.1 8.6 1.6 3.0 12.6 11.6 
1992-93 11.0 8.4 1.6 4.4 12.6 11.4 
1993-94 ILƏ 8.4 1.6 2.8 13.6 11.2 
1994-05RE 12.7 8.7 1.8 3.4 14.5 12.1 


1995-06BE 13.6 9.0 2.4 32 15.8 12.3 


*Relates to 14 major states only 
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TABLE III-3 


Per capita Own Revenue of States (1974-97) 


| (In rupees) 
Own Tax Own Non-Tax Total Own 
Revenue Revenue Revenue 


Kerala All States Kerala AllStates Kerala All States 





V PLAN 87.8 73.1 33.6 32.8 1214 105.9 
VI PLAN 177.4 140.2 55.0 55.8 2324 196.0 
VII PLAN 373.9 287.3 68.4 98.5 442.2 385.9 
Annual Plans 507.5 395.4 74.7 1313 582.1 526.7 


VIII PLAN 967.2 658.5 140.5 429.3 1107.7 887.8 





‘Total 2113.7 15545 3722 5477 24858 21023 





Note: Per capita figures in this and subsequent Tables have been calculated with 
1971 population figures for V Plan and 1981 population figures for VI, VII and 
Annual Plans and 1991 population figures for VIII Plan. 
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TABLE 111-4 


Share of Different Categories of Taxes in State's Own Tax Revenue 


(In Percentages) 





Year Taxes on Income Taxes on Property and ‘Taxes on Expenditure 
Capital Transactions and Services 
Kerala All States Kerala Al States Kerala AllStates 
1974-75 3.3 0.6 12.0 12.9 84.6 86.5 
1975-76 4.6 1.3 10.6 12.9 84.4 85.8 
1976-77 3.5 1.4 10.1 10.5 86.4 89.1 
1977-78 4.7 2.2 9.6 10.5 85.6 87.3 
1978-79 4.4 24 10.3 10.6 85.3 87.0 
1979-80 3.8 1.9 9.2 9.3 87.1 88.8 
1980-81 3.4 1.6 8.7 8.7 87.9 89.6 
1981-82 2.4 1.4 8.8 8.8 88.9 89.4 
1982-83 2.5 1.3 8.3 8.3 89.2 90.4 
1983-84 2.1 1.4 8.9 8.2 88.4 90.4 
1984-85 2.4 1.4 8.4 8.2 89.2 90.4 
1985-86 2.9 1.9 73 8.3 89.9 89.8 
1986-87 2.0 1.6 1 8.4 90.2 90.0 
1987-88 1.0 1.4 8.3 8.9 90.7 89.7 
1988-89 1.3 1.4 10.4 9.4 88.3 89.2 
1989-00 1.3 La 10.4 9.8 88.3 88.4 
1990-9] 1.8 2.1 10.2 9.0 88.0 88.9 
1991-92 2.1 1.8 10.0 9.3 87.9 88.9 
1992-93 0.7 1.5 LI 9.1 88.3 89.4 
1993-94 0.9 1.4 11.0 9.5 88.1 89.3 
1994-95 0.6 l3 11.6 11.3 87.8 87.4 
1995-96 0.8 1.3 11.4 11.4 87.8 87.3 
1996-97 RE 0.7 1.4 12.6 10.9 86.6 87.7 
1997-98 BE 0.6 1.3 11.5 11.0 87.8 87.7 


Notes: l. Taxes on income are Agricultural Income Tax and Profession Tax 


2. Taxes on Property and Capital transactions include 
(1) Stamps and Registration 
(2) Land Revenue; 
(3) Taxes on Urban Immovable Property; and 
(4) Surcharge on Cash Crops. 
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TABLE III-5 
Share of Own Non-Tax Revenue in Total Own Revenue 
(1974-98) 
(In Percentages) 
Year Kerala All States 
1974-75 30.9 31.1 
1975-76 28.2 30.7 
1976-77 26.7 31.1 
1977-78 27.4 30.8 
1978-79 26.6 31.2 
1979-80 29.6 30.3 
1980-81 22.9 33.0 
1981-82 38.3 28.2 
1982-83 21.0 27.6 
1983-84 19.5 27.9 
1984-85 17.7 27.1 
[085-86 16.2 26.7 
[986-87 16.8 26.7 
[987-88 16.9 25.9 
[088-89 14.5 25.4 
1989-90 12.4 25.6 
1990-9] 13.5 23.3 
1991-92 12.3 26.2 
1992-93 12.9 24.4 
1993-94 12.1 23.1 
1994-95 12.4 28.0 
1995-96 13.7 26.4 
1996-97 RE 12.3 24.8 
1997-98 BE 10.4 24.4 


Source :"Finances of State Governments" R.B.I. Bulletin, various 


ISSUCS 
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TABLE III-6 
Ratio of Interest Receipts to Outstanding Loans of Kerala 
(1974-97) 
(In Percentages) 
Outstanding Loans Interest Receipts Ratio 
(1) (2) (3) 

1974-75 23300 1354 5.81 
1975-76 24100 956 3.97 
1976-77 25100 794 3.16 
1977-78 26600 1327 4.99 
1978-79 29600 1755 5.93 
1979-80 33187 3797 11.44 
1980-81 36182 895 2.47 
1981-82 38560 386 1.00 
1982-83 40243 1019 2:23 
1983-84 43297 951 2.20 
1984-85 46290 3060 6.62 
1985-86 50504 2410 4.77 
1986-87 58273 3835 6.58 
1987-88 64900 2609 4.02 
1988-89 70780 1794 2:53 
1989-90 81400 2142 2.63 
1990-91 93100 1949 2.09 
1991-92 108400 2310 2.13 
1992-93 120070 2760 2.30 
1993-94 140120 3776 2.69 
1994-95 166400 10032 6.03 
1995-96 196700 5621 2.86 
1996-97 RE 225040 6144 2.73 
Source: 


Outstanding loans:- Finance Accounts of Kerala, various issues. 


Interest receipts:- RBI Bulletin, various issues. 
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Table III-7 


Ratio of Revenue Receipts to Revenue Expenditure-(1974-98) 


Years 


1974-75 
1975-76 
1976-77 
1977-78 
1978-79 


1979-80 


1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1946-97 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 


1996-97 RE 
1997-98 BE 
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(In Percentages) 


Social and Community Services Economic Services 


Kerala 
5.6 
6.1 
5.9 
6.2 
6.4 
34 
4.7 
5.4 
5.4 
5.6 
4.3 
3.4 
3.9 
3.4 
341 
2.8 
24 
2.3 
2.4 
2.4 
2.2 
2.6 
ped 
2.1 


All States 


5.6 
6.5 
5.8 
5.8 
5.6 
5.2 
4.5 
4.5 
4.6 
3.9 
3.1 
3.4 
3.2 
2.9 
2.8 
2.8 
24 
25 
2.3 
23 
24 
2.0 
1.9 
1.9 


Kerala 


49.] 
46.4 
48.2 
49.9 
45.1 
3⁄9 
29.7 
39.0 
43.0 
25.0 
22.9 
24.5 
21.8 
20.5 
17.6 
16.0 
13.3 
15.9 
15.5 
19.9 
21.4 
21.2 
15.6 
10.4 


4].8 
42.6 
41.4 
40.1 
35.7 
32.1] 
29.0 
31.7 
30.8 
29.8 
272 
28.2 
27.0 
24.9 
23.4 
26.6 
20.6 
17.7 
21.3 
21.1 
23.8 
23.0 
19.8 
22.6 


All States 





Note: Revenue receipts from a particular group of services is related 


Source: Finances of State Governments", R.B.I. Bulletins. 


to the revenue expenditure on that group of services. 


CHAPTER IV 
CENTRAL TRANSFERS AND THE FISCAL CRISIS 


It was seen in the previous chapter that the State had been relying 
comparatively more on its own funds to finance its expenditure. In 
other words, Central budgetary transfers played a relatively smaller 
role in meeting the State's expenditure. This is brought out more 
explicitly in Table IV-1. The Table shows that the share of Central 
transfers in the State's expenditure has been coming down steeply 
over the years. Besides, except during one year, (1974-75), the 
proportion of aggregate expenditure as also revenue expenditure 
financed by Central transfers was lower for Kerala than for AII States. 
But the comparative importance of Central loan transfers in financing 
the State's capital expenditure varied over the years. 


Per capita aggregate Central transfers received by Kerala and 
All States from the Second Plan onwards are given in Table IV-2. 
Till 1979-80, as the Table shows, Kerala was receiving per capita 
Central transfers equal to, or more than the AII States average. During 
1979-80 and during the Sixth and the Seventh Plan periods, the Central 
transfers received by Kerala were less than the All States average. 
The position, however, was reversed during the nineties. 


Central transfers according to the three major sources are shown 
in Table IV- 3. The Table shows that during the Fifth Plan, there was 
shortfall from All States average only in the non-plan, non-statutory 
(discretionary) transfers effected by the Union Ministries. All 
agencies, viz., the Finance Commissions, Planning Commission and 
the various Union ministries had contributed to the shortfall in Central 
transfers to Kerala during 1979-80. The biggest shortfall however, 
was in non-plan, non-statutory transfers. The shortfalls during the 
sixth Plan, were mostly in the plan transfers and discretionary 
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transfers.! During the Seventh Plan, all the three categories contributed 
to the shortfall. During the annual plan period, (1990-92) the shortfall 
was only in plan transfers. During the Eighth Plan, Kerala received 
above average transfers from all agencies. Among the three different 
(ypes of transfers, statutory transfers were less than the average of 
All States only during 1979-80 and during the Seventh Plan. Plan 
transfers were lower for Kerala during all periods except the Fifth 
and the Eighth Plans. As for discretionary transfers, Kerala started 
vetting above average sums only from the nineties. 


Role of Finance Commissions 


Disaggregation of statutory transfers given in Table IV-4 shows 
(hat except during the Fifth Plan period, statutory grants received by 
Kerala were substantially lower than the All States average. Per capita 
rrants received during the Sixth and the Seventh Plan periods were 
only marginal. In fact, the Seventh, Eighth and Tenth Finance 
Commissions had not given any grants at all to Kerala under the 
substantive provisions of Article 275 of the constitution. With regard 
to grants for upgradation of social and administrative services too, 
Kerala received only marginal sums, as may be seen from Table IV- 
5. Of the total upgradation grants dispensed by the Sixth, Seventh, 
Hüghth and the Ninth Finance Commissions, (First Report) Kerala 
received only 1.1 per cent.’ In its second report, the Ninth Commission 
recommended upgradation grants of only Rs.2.1 crores to Kerala. 
This formed only 1.3 per cent of the total. The share of Kerala in the 
total upgradation grants provided by the Tenth Finance Commission 
was only 2.2 per cent. The State obviously is a victim of its success 
ın attaining above average standards in social and administrative 
services. At the same time, some of the second generation problems 
induced by Kerala's very success in attaining higher standards in social 
and administrative services with serious fiscal implications(See 
Chapter VI) have clearly escaped the attention of successive Finance 
Commissions. 


The Ninth Finance Commission in its first report had provided 
Rs.552 crores as grants for solving special problems. Kerala was one 
of the four states which in the Commission's opinion, did not have 
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any special problem to merit special grants. Obviously, the 
Commission had not taken cognisance of Kerala's special problems 
like massive unemployment of educated youth. It may, perhaps, be 
that these problems in the Commission's opinion are too massive to 
be tackled by any special problem grants. May be that the solution to 
this problem in Commission's view lay in the planning process itself. 
If this were the Commission's view, it should have left a larger non - 
plan surplus for the state which would have formed the nucleus of a 
larger State Plan. Unfortunately, the per-capita non-plan surplus left 
by the Ninth Commission in its first report was only Rs.35 for Kerala 
against Rs.106 for All States. The Tenth Finance Commission alloted 
Rs.50 crores to Kerala for its special problems which was Rs.50 crores 
less than what was given to Maharashtra. 


As may be seen from Table IV-4, shortfall in Kerala's statutory 
transfers took place not only in statutory grants, but also in tax sharing. 
Kerala received less tax share during the Fifth and the Seventh Plan 
periods. Of the two major taxes, it was in the sharing of Union Excise 
duties that Kerala received less than All States average during these 
plan periods. This was because of the increasingly larger weightage 
assigned to social backwardness by the successive Finance 
Commissions in their tax sharing formula for Union Excise duties. 


It was seen earlier that the State was not receiving Articles 275 
grants because of the surpluses in the non-plan account assumed by 
the Finance Commissions' estimates. But the State actually had 
continuous deficits on non-plan account, even after additional resource 
mobilisation ever since 1985-86. It was indicated earlier that at least 
part of the blame for this situation may have to be borne by the 
unrealistic forecasts of the Finance Commissions.’ 


The Non-Plan deficits/surpluses assumed by the Sixth Finance 
Commission onwards and the actuals are given in Table IV-6. The 
Table shows that the actual Non-Plan revenue deficits of Kerala, before 
and after devolution, were lower than those assumed by the Sixth 
Finance Commission.(This was true of All States too.) As for the 
Seventh Commission's forecast for Kerala, actual deficits before 
devolution were lower than those forecasted. Besides, the actual 
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surplus after devolution exceeded their estimate. It was during the 
award period of the Eighth Commission (1984-89) that the volume 
of actual deficits, before devolution turned out to be far bigger than 
(5 forecasts despite the effects of massive resource mobilisation made 
during the Seventh Plan. This was true not only for Kerala, but also 
lor All States. The surplus after devolution forecasted by them turned 
out to be deficits in the case of Kerala. For All States, there were 
surpluses after devolution, but they turned out to be only a fraction 
(7.4 per cent) of the surpluses assumed by the Finance Commission. 


There were substantial divergences between the non-plan 
deficits for 1989-90 assumed by the Ninth Finance Commission in 
ils First Report and the actuals for the year. The actual non-plan 
rcvenue deficits before devolution exceeded the deficits assumed by 
the Commission by a wide margin. The surplus of Rs.90 crores after 
devolution forecasted for Kerala turned out to be a deficit of Rs.117 
crores even after taking into account the effects of additional resource 
mobilisation in 1989-90. (In the case of All States too, there was a 
deficit of Rs. 456 crores instead of a surplus of Rs. 6218 crores). 
The same pattern of divergence between the forecasts and actuals 
was noticed during the award periods of the Ninth Commission 
(Second Report) and the Tenth Commission. 


As to where exactly the divergence between the projections and 
actuals had been taking place, Bajaj and Viswanathan found that 
"clearly it is easier to remain close to Finance Commission's 
projections of receipts than of expenditure". This observation was 
on the Eighth Finance Commission's projections. According to Bajaj 
and Viswanathan, Kerala's total revenue receipts at current prices 
exceeded the Eighth Finance Commission's projections during the 
lırst four years of the Seventh Plan. Though there were negative 
variations in case of non-tax revenues, these were more than offset 
by the large positive variations in the case of tax revenues. Thus, the 
reason for the large variance in the surplus after devolution amounting 
to Rs.1050 crores in the case of Kerala can be traced to the large 
deviations in revenue expenditure from what was assumed by the 
l'iphth Finance Commission. The deviation in expenditure ranged 
Irom 24 percent in 1985-86 to 34 per cent in 1988-89. 
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such deviation in expenditure took place not only in the case of 
Kerala but also in the case of other states. But the degree of devia- 
tions was much larger for Kerala than for most other states during the 
Eighth Commission's award period. During 1989-90, the period of 
the Ninth Finance Commission's first award, despite Reserve's Bank's 
suspension of treasury payments in December 1987 and the State 
government's own treasury control since then, there was a deviation 
(8.5 per cent) between State's budgeted non-plan expenditure and 
the forecasted expenditure of the Commission. 


Bajaj and Viswanthan had tried to identify the possible reasons 
for the differences in degrees of divergence between projections of 
receipts and expenditure, “Since the Commission's forecasting (of 
revenue) was directly based on relevant past experience, the degree 
of accuracy in prediction was naturally higher. But when we look at 
the expenditure side, where norms were actually applied and value 
judgments made, the divergence from the Commission's assumptions 
is quite substantial". This is particularly true of Kerala. In applying 
norms and making value judgments on Kerala's non-plan expendi- 
ture, particularly non-plan revenue expenditure, Finance Commis- 
sions had shown little appreciation of the peculiarities of the pattern 
of Kerala's expenditure which make the share of revenue expendi- 
ture, particularly non-plan revenue expenditure higher. Nor have they 
appreciated the implications of the higher share of compensation for 
employees in State's budget arising out of its peculiar pattern of ex- 
penditure favouring social services. (See Chapter V) 


The Eighth Finance Commission scaled down Kerala's fore- 
cast of its non-plan expenditure by 21.4 per cent. But as brought out 
by Bajaj and Viswanathan, Kerala's actual non-plan revenue expen- 
diture during the first four years of the Seventh plan exceeded Fi- 
nance Commission's projections by wide margins (24.0 to 33.9 per 
cent). (This was of course true of most of the states too.) But they 
have not gone into the reasons why the Commission's projections 
turned out to be much lower than the actual, possibly due to the ab- 
sence of disaggregated data. 


The disaggregated analysis of the Eighth Finance Commission's 
projections of expenditure under major heads for the period 1984-85 
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to 1988-89 has been attempted in Table IV-7. The Table shows that 
(lic Finance Commission's forecast of expenditure even on a head 
like interest payments had substantially deviated from actuals. As 
apainst the Commission's forecast of Rs.435 crores, the actual interest 
payments amounted to Rs.891 crores (105 percent more than the 
lorecasts). And this was a head where there was very little scope for 
Commission's value judgments. If only the Commission's projections 
on interest payments were nearer to the actuals, the non-plan revenue 
surplus of Rs. 624 crores assumed by the Commission would have 
been reduced to Rs.168 crores. Divergence between the forecasted 
and actual expenditure varied from 39.2 per cent in the case of medical 
services to 43.3 percent in case of education. Finance Commission's 
projections were relatively closer to actual in the case of Economic 
Services than in the case of Social and Community Services, though 
wide margins existed even under Economic Services. If we take into 
account the total of all non-plan expenditure projected under specific 
identifiable heads by the Commission, the actuals had overshot the 
projection by 48.4 per cent. It should be added that the actuals turned 
out to be 30.6 per cent higher than even the State's own forecasts, 
reflecting either the poor forecasting ability of the State or the 
conservative nature of its forecasts. 


It is in respect of forecast of the increase in expenditure on 
account of upgradation of emoluments that the Eighth Finance 
Commission had erred substantially. It did not take into account the 
need for quinquennial pay revision falling due in the State in 1983 
and 1988. It had taken 1st April 1982 as the base date for making 
provisions for upgradation of emoluments. Consequently, the 
Commission had provided for only Rs.66 crores for upgradation of 
emoluments for the entire quinquennium beginning with 1984-85. 
The salary revision commitments on account of Fourth pay 
Commission Report amounted to Rs. 348 crores for the five year 
period, 1984-85 to 1988-89. Thus the actual commitments turned out 
(o be almost five times higher than those envisaged.’ It requires to be 
emphasised that in spite of the quinquennial salary revisions, as the 
Eighth and Ninth Finance Commissions have found, the salary levels 
in the State are not any higher than in other States. In fact, they were 
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lower and the Eighth Commission had to provide Rs. 62 crores to 
equate the salary rates in Kerala with those in other states, as on 1st 
April 1982. 

The failure to take into account the need for pay revision during 
the long seven years period (1982-89) had upset the finances of a 
state like Kerala more because of the higher proportion of 
compensation for employees in government's consumption 
expenditure. It will be argued later in Chapter V that the share of 
compensation for employees in the State's expenditure is higher in 
Kerala due to higher share of Social and Community Services in its 
expenditure. The higher wage bill in total expenditure had made Kerala 
budgets more vulnerable to increases in Dearness Allowance resulting 
from the increase in consumer prices. The Eighth Commission 
assumed Rs.356 crores for D.A. in case of employees and pensioners 
during the long five year period of its forecast. Actuals turned out to 
be Rs. 746 crores for four years.” 


The above critique of the Eigth Finance Commission's esti- 
mates of non-plan receipts, expenditure and surpluses are valid for 
the estimates of other Commissions also. This is particularly true of 
the assumptions of all Commissions, that the price increases will af- 
fect the states' revenue and expenditure equally. The other assump- 
tion that price rise will affect all states uniformly is also question- 
able. 


The above discussion leaves one to conclude that one of the 
important reasons for the fiscal crisis of states, particularly of a state 
like Kerala is the faulty methodologies used by the successive Fi- 
nance Commissions in forecasting state governments' revenues and 
expenditure. As for Kerala, none of the Commissions had been tak- 
ing into account the special budgetary needs of a recurring nature 
arising from Kerala's past expenditure priorities in favour of Social 
and Community Services. 


The successive Finance Commissions failed to take cognisance 
of the State's special problems while fully taking cognisance of State's 
achievements. As will be argued later in Chapter VII, some of these 
special problems are second generation problems arising from the 
very achievements of the State in social development. 
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Central Plan Transfers 


It was noted earlier that it was the Planning Commission's 
inadequate Central Plan transfers, which accentuated the fiscal crisis 
of the State from 1979-80 onwards. As may be noted from Table IV- 
5, Central transfers for financing Kerala's Sixth Plan in per capita 
terms was only Rs.214 as against Rs. 265 for All States. Even if Central 
(ransfers for financing Central and Centrally Sponsored Schemes are 
included, there was a shortfall of Rs. 51 in Kerala's per capita transfers 
(топ the All States average during the Sixth Plan Period. During the 
Seventh Plan Period, Central transfers received by Kerala for financing 
its plan was short of All States average by Rs. 60. Transfers for 
financing Central and Centrally Sponsored Schemes also fell short of 
All States average though only marginally. During the nineties also, 
per capita Central transfers received by Kerala for financing its plan 
was short of All-States average. This shortfall was made up by larger 
lows under Central and Centrally Sponsored Schemes. 


Apart from its inadequacy, the grant-loan composition of Central 
plan transfers was also unfavourable for Kerala. As may be seen from 
Table IV-9, the share of grants in Central Plan transfers (for State's 
Plan, Central and Centrally Sponsored Schemes) was lower for Kerala 
during twenty out of the twenty four years covered by the present 
study. As will be seen in the next chapter, the revenue component of 
Kerala's Plan was higher than that of All States during most of the 
years. 


Non-Plan, Non-Statutory Transfers 


During every plan period till the nineties, Kerala received less 
transfers of this type than All States. One of the major components 
of transfers of this type is the Small Saving loans. From the Eighth 
plan onwards, Kerala had been getting above average sums of small 
savings loans. Per capita Ways and Means Loans received by Kerala 
was also higher indicating its fiscal distress. But unfortunately, as 
seen earlier, most of the Finance Commissions have not taken 
cognisance of this fiscal distress while deciding the quantum of gap 
grants and debt relief. 
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Notes and References 


l. 


They are termed discretionary because they are not governed by any 
fixed norms or formula unlike in the case of statutory transfers or 
plan transfers for financing states' Plans. 


These are conditional grants linked to the attainment of particular 
objectives. 


As indicated in chapter II, actual non-plan gaps calculated by us are 
under estimates and actual surpluses over estimates. While the Fi- 
nance Commissions’ estimates of non-plan revenue are made on the 
basis of tax and non-tax base and rates prevailing in the year preced- 
ing the award period, actual revenue figures taken by us are inclu- 
sive of additional revenue mobilised by increasing the rates and wid- 
ening the base. See footnotes to Table II-4. 


Bajaj, J.L. and Viswanathan Renuka, “Financial Management in 
States", EPW Oct. 7,1989. 


Government of Kerala, Memorandum to the Tenth Finance Com- 
mission, 1993. 


Ibid. 
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TABLE IV-1 


Share of Central Transfers in States” Expenditure 
(In Percentage) 


Revenue Expenditure Capital Expenditure Total Expenditure 





Yea Kerala All States Kerala All States Kerala All States 
1974-75 30.8 31.3 55.0 42.1 42.0 38.7 
1975-76 36.3 40.4 44.4 39.4 38.2 40.1 
1976-77 33.9 40.1 51.3 37.8 38.3 39.4 
1977-78 36.3 40.9 51.6 44.6 40.3 42.1 
1978-79 36.7 42.1 76.0 62.8 45.8 48.9 
1979-80 33:5 45.4 41.7 46.2 35.5 45.7 
1980-81 30.5 43.4 39.8 41.5 32.6 42.7 
1981-82 32.3 40.9 28.2 43.5 3].1 41.7 
1982-83 32.6 39.6 50.9 50.5 36.5 42.9 
1983-84 33.2 36.7 61.9 51.8 40.2 41.0 
1984-85 32.5 37.4 49.2 52.8 37.1 41.8 
1985-86 34.5 41.2 81.4 69.2 47.0 48.8 
1986-87 317 39.9 56.2 56.2 37.4 44.2 
1987-88 26.5 39.2 64.2 61.2 34.4 44.6 
1988-89 31.6 39.1 62.9 66.9 37.4 45.2 
1989-90 27.9 35.9 59.1 68.0 34.3 42.8 
1990-91 30.2 34.5 74.1 72.4 37.4 44.9 
1991-92 29.3 37.2 72.9 60.1 37.9 41.8 
1992-93 31.5 39.9 74.9 56.6 38.6 43.1 
1993-94 29.2 . 39.8 70.5 57.0 36.0 43.1 
1994-95 29.0 34.9 84.0 58.1 37.3 39.7 
1995-96 25.8 34.5 59.8 60.2 31.2 39.2 
1996-97 RE 263 35.2 59.9 70.2 31.1 41.3 
1997-98 70.0 32.2 32.2 





BE 25.9 


35.3 


71.0 
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TABLE IV-2 
Per Capita Aggregate Central Transfers,1956-1997 


Plan Periods Kerala All States 
П TY 71 
III 163 129 
APs(1966-69) 142 122 
IV 306 278 
V 489 467 
AP(1979-80) 118 151 
VI 822 025 
VII 1739 1961 
APs(1990-92) 935 902 
VIII 3577 3458 


j——— ——— x assamsp 

Source: For all plans upto VII, George K.K. “Centre- State Financial 
Flows and Inter-States Disparities", Criterion Books, Delhi, 
1988, p.53-54. For subsequent periods, calculated by us. 


APs refer to the years of plan holidays. These years were cov- 
ered not by Five Year Plans but by Annual Plans. 
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(In Percentages) 





VII VIII 

l. Police 2.6 1.4 1.9 2.4 3.5 
2. Education - - - 0.7 
3. Jail 5.5 0 0.5 0.6 3.4 
4. Tribals - - 0.5 0.1 - 
5. Medical - - 7 0.4 - 
6. Judicial - 0.5 53 3.3 - 
7. District & Revenue 1.9 0.6 1.4 0.5 4.5 

Administration 
8. Training 6.4 9.3 - 
9. Treasury 

Administration - - 1.8 14 - 
A. Total Social - - 0.6 0.1 0.3 

Service 
B. Total Admin. 

Service 2.3 1.0 1.9 21 1.9 
TOTAL (A+B) 0.8 1.0 1.4 13 Zər 
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Table IV-7 


Non-Plan Expenditure of Kerala under selected Heads:(1984-89) 
Eighth Finance Commission's Forecasts and Actuals 


(In Crores of Rupees) 
Heads of Accounts Forecasts Actuals Percentage 
difference 
between 
Col.2 & 1 
— QQ) (3) 
|. Interest 434.73 890.79 104.91 
2. Police 216.56 310.11 43.20 
3. Education 1499.50 2148.88 43.31 
4. Medical 338.41 471.21 39.24 
5. Social Service 220.96 314.05 42.13 
& Welfare 
6. Irrigation 83.73 101.59 21.33 
7. Buildings incl. 29.86 32.99 10.48 
Housing 
8. Roads and Bridges 173.50 177.42 2.26 
9. Total 2997.25 4447.04 48.37 


Source: 1. Report of the Eighth Finance Commission (1984) 
Government of India, Delhi, p.215 
2. Budgets of Government of Kerala 
TABLE IV-8 


(Per Capita Plan Transfers from the Centre (1974-97) 





For State Plans For Central and Centrally Total 
Plan Sponsored Schemes 
Periods Kerala All States Kerala All States Kerala All States 
V 145 143 42 42 187 185 
AP 40 41 9 13 49 54 
V] 214 265 101 103 315 368 
VII 510 570 240 244 750 814 


AP 234 246 102 108 336 353 
VIII 961 1021 489 401 1451 1422 
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TABLE IV-9 
Share of Grants in Central Transfers (1974-98) 


(Figures in Percentages) 





Plan Non-Plan Total 


Year Kerala All States Kerala All States Kerala All States 
1974-75 34.7 43.8 71.5 61.0 56.0 48.7 
1975-76 37.6 43.0 79.9 61.8 58.1 48.5 
1976-77 37.1 49.1 86.2 60.0 49.3 51.0 
1977-78 37.9 46.1 81.0 62.7 54.1 49.0 
1978-79 37.6 47.5 65.9 38.7 47.8 43.4 
1979-80 38.2 54.8 21.0 29.3 36.5 43.8 
1980-81 42.9 5].1 31.7 38.1 41.2 46.5 
1981-82 44.] 54.0 42.5 30.4 43.9 44.7 
1982-83 47.0 52.4 14.6 34.3 39.0 44.8 
1983-84 52.2 55.0 5.8 30.3 37.5 45.5 
1984-85 60.6 55.5 42.8 27.2 57.0 47.2 
1985-86 46.5 56.5 68.8 26.8 40.6 42.7 
1986-87 45.6 56.3 29.3 30.9 39.5 46.8 
1987-88 48.5 55.6 16.5 30.9 40.1 47.1 
1988-89 52.0 58.7 18.3 31.7 42.5 49.3 
1989-90 47.4 54.9 15.6 26.4 34.6 43.0 
1990-91 53.8 61.3 38.2 28.8 47.4 47.5 
1991-92 57.0 64.9 14.4 33.2 39.2 53.8 
1992-93 59.5 65.7 17.4 31.5 48.8 57.5 
1993-94 56.7 67.4 14.6 35.5 45.8 59.4 
1994-95 62.5 60.2 9.3 25.0 45.8 51.0 
1995-96 55.2 63.3 18.9 35.4 41.7 SL 
1996-97 RE 61.5 60.6 12.1 31.7 50.1 50.9 
1997-98 BE 59.5 58.7 14.0 25.6 48.0 49.8 
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CHAPTER V 
PATTERN OF KERALA'S PUBLIC EXPENDITURE 


In this chapter, it is proposed to examine in depth the pattern 
of Kerala's public expenditure and some of its distinct features. The 
effects of Kerala model of public expenditure on the State's fiscal 
crisis are also examined here. 


Compared to other states in India, the levels of public expendi- 
ture in the State had always been high. The sectoral priorities too had 
been different. This difference makes its impact felt on all other as- 
pects of the State's budget. 


Table V-1 shows the ratio of government expenditure to State 
domestic product for Kerala and for All States during the 24-year 
period. This ratio was higher for Kerala during all the years except 
1982-83. With the exception of 1974-75, the ratio for Kerala has 
been above 20 per cent. From 1985-86 onwards, it was always more 
than 25 per cent. 


Break-up of the ratio of budgetary expenditure to state domestic 
product, shows that the State's ratio of capital expenditure to sdp was 
lower than that of All States during most of the years while the ratio 
of revenue expenditure to sdp was consistently higher. In fact, from 
1985-86 onwards, the ratio was always above 20 per cent. 


In per capita terms also, the total public expenditure of Kerala 
was higher than that of All States. This is brought out in Table V-2. 
This Table also brings out that capital expenditure per capita was 
always lower in the State. The same was the case with per capita plan 
expenditure of the State (under both revenue and capital accounts). 
Thus, it is the larger per capita non-plan expenditure, particularly the 
revenue expenditure of the State that accounts for the higher budgetary 
expenditure of the State. 
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The Preponderance of Social and Community Services 


The basic difference between the pattern of expenditure of 
Kerala and of All States lies in the substantially higher share of Social 
and Community Services in the total expenditure as compared to the 
share of Economic Services. This difference in priorities in the state's 
expenditure which led to the making of the Kerala model of 
development to some extent explains all other differences between 
the State's budgets and the budgets of All States. This had led to 
higher revenue content of the state's expenditure. This also explains 
the higher non-plan component of state's expenditure. 


Table V-3 gives the share of Social and Community Services 
in total expenditure of Kerala and All States. The share of Social and 
Community Services is higher in both revenue and capital expenditure 
of Kerala. The difference between Kerala and All States was more in 
the share of these services under the non-plan account. An important 
point to note is that All states have overtaken Kerala in the share of 
these services in their plan expenditure from the nineties. It appears 
that Kerala is altering its plan priorities with serious implications to 
its social development. 


The share of social services in Kerala’s expenditure shows a 
steady decline not only in plan expenditure but also in total 
expenditure. The decline in the share of social services in Kerala 
was mostly under the revenue account. The decline under non-plan 
account also was pronounced. Within the plan account, there was a 
sharper decrease under plan revenue account. 


The difference between Kerala and All States in the share of 
social and community services is largely on account of the 
substantially higher share of education and allied services in Кегаја 5 
expenditure, as may be seen from Table V-4. The share of medical 
and public health services including water supply and sanitation in 
Kerala too is higher; but the difference has been only marginal. 
Besides, these differences are narrowing. The share of other social 
services in Kerala’s expenditure was in fact lower than that of All 
States during the Fifth and the Sixth Plans. During the Seventh Plan, 
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however, their share in Kerala budgets went above that of All states. 
However, the difference here too was only marginal. 


Dominance of Education 


Table V-5 shovvs the share of education, art, culture and scien- 
tific research in the total expenditure of Kerala and All States. It clearly 
brings out that the share of education and related services in Kerala 
was substantially higher than that of All States, under both revenue 
and capital accounts. But the Table also shows that the share of edu- 
cation has been coming down. During the nineties, the share of edu- 
cation in total plan expenditure has been lower than that of All States. 
The declining share of education in plan expenditure indicates the 
diminishing priority bestowed to this sector in recent plans. 


The higher share of expenditure on Social and Community Ser- 
vice as also non-development expenditure in Kerala's total expendi- 
ture implies lower share of Economic Services. This is brought out 
more explicitly in Table V-6. 


The difference between Kerala and All States in respect of the 
share of economic services in total expenditure is substantial under 
both revenue and capital accounts. Difference in the share of eco- 
nomic services was present under both plan and non-plan accounts. 
But from the nineties, the share of these services in the plan account 
is larger for Kerala than for All States confirming the shift in priori- 
ties noted earlier. 


Larger Revenue Component of Expenditure 


As seen in Chapter II, the origin of Kerala's fiscal crisis lies in 
Its revenue account. This is partly because of the predominance of 
revenue expenditure in the total expenditure of Kerala. This is brought 
out more explicitly in Table V-7. The share of revenue expenditure 
was higher for Kerala than for All States during all the years covered 
by our study. What is more, this share is steadily increasing. As a 
result, the share of revenue expenditure is more than four- fifth of the 
total expenditure from 1988-89 onwards. It may be noted that the 
revenue content of the non-plan expenditure was considerably higher 
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than that of plan expenditure during all years, not only for Kerala but 
also for All States. But the share of non-plan expenditure in Kerala's 
budgets was higher which boosts its revenue component. What is 
peculiar about Kerala is the higher revenue content of even its plan 
expenditure. It may also be noted that the revenue components of 
both plan and non-plan expenditure are rising. No doubt, this is not a 
phenomenon peculiar to Kerala. But it is more pronounced in Kerala. 


Further disaggregation of expenditure given in Table V-8 shows 
that the share of revenue expenditure in both the developmental and 
non-developmental expenditure was increasing in Kerala. This was 
also true of All States. But the revenue content of Kerala's 
development expenditure was higher than that of All States except 
during the Eighth Plan. The revenue content of Kerala's non- 
developmental expenditure which was lower than that of All States 
increased during the nineties. Besides, the revenue content of non- 
development expenditure of Kerala was less than that of development 
expenditure except during the Eighth Plan. 


The reason for the higher revenue content of Kerala's 
expenditure lies, partly in the dominance of Social and Community 
Services over Economic Services in its total expenditure. The revenue 
component of Social and Community Services understandably is 
higher than that of Economic Services. This is true for Kerala as also 
for All States. Within the Social and Community Services itself, the 
share of education and allied services (art, culture and scientific 
research) with its still larger revenue component was considerably 
higher in the State. Besides, the revenue content of Kerala's 
expenditure on economic services was also higher than that of All 
States, as noted earlier. 


Larger Non-Plan Component 


It was seen in Chapter II that the State's budgetary problem has 
It genesis in the non-plan revenue account. As noted in that chapter, 
there were deficits in non-plan account during recent years even after 
getting all Statutory transfers and even after using all additional 
resources mobilised. One main reason for this phenomenon is the 
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preponderance of non-plan expenditure in Kerala's expenditure, as 
compared to that of All States. This may be seen from Table V-9. 
During the entire twenty four-year period, except 1997-98, the share 
of non-plan expenditure in total expenditure as also revenue 
expenditure was higher for Kerala than for All States. The non-plan 
content of capital disbursements was also higher except during five 
years. 


A closer examination of the non-plan content of expenditure 
under different heads given in Table V-10 shows that it was the non- 
plan content of development expenditure that was higher in Kerala 
than in All States. The higher non-plan content of Kerala's 
development expenditure in turn was on account of the higher non- 
plan content of expenditure on Social and Community Services 
(particularly education). In fact, the non-plan content of expenditure 
on Economic Services was relatively lower in Kerala. As for non- 
development expenditure, there was very little difference in its non- 
plan content between Kerala and All States. Almost all the non- 
development expenditure was of non-plan character. 


For the higher ratio of non-plan expenditure to total expenditure 
in Kerala, the reasons are four-fold. Firstly, the share of the revenue 
expenditure with its higher non-plan content is higher in the State. 
Secondly, the Social and Community Services, particularly education, 
predominate in Kerala's total revenue expenditure. The recurring non- 
plan content of expenditure on these services is considerably higher 
than that of Economic Services, not only in Kerala but also in other 
states. Thirdly, even for Social and Community Services, the non 
plan component is higher in Kerala than elsewhere because in the 
past, Kerala had spent more on these service as per its earlier plan 
priorities. The higher volume of plan expenditure on Social Services 
in one plan tends to result in correspondingly larger non-plan 
commitments on that account at the start of the subsequent plan and 
thereafter. Fourthly, the share of non-development expenditure (almost 
all of which are non-plan in character) was higher in the State in all 
Plan periods except the Fifth. Its share in Kerala's expenditure is 
also increasing. 
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It was seen earlier that because of the already high level of tax 
income ratio, it will not be easy for the State to raise more resources 
by way of taxation in future unless the sdp base itself expands sub- 
stantially. In this situation, there are only two alternatives before the 
State for controlling budgetary deficits. The first alternative is to con- 
trol expenditure and the next is to obtain larger quantum of Central 
funds. 


Increasing Share of Non-developmental Expenditure 


Prima facie, non-development expenditure suggests itself as the 
first target for expenditure control. It may appear at first sight that 
there is ample scope for cutting non-development expenditure in 
Kerala as the share of this category of expenditure is higher in the 
State than elsewhere. Besides, its share has been increasing in the 
State. As may be noted from Table V-11, the share of non- 
developmental expenditure has reached 38 per cent of the total 
expenditure during the nineties. If non-plan expenditure is taken 
separately, non-development expenditure accounts for nearly half of 
the total. Non- plan capital disbursements comprise mostly of non- 
development expenditure, mainly debt servicing payments. More 
than fourty per cent of non-plan revenue expenditure from the nineties 
is also on non-developmental heads. 


Further disaggregation of non-developmental expenditure, 
however, shows that two out of the three major categories of non- 
developmental expenditure viz., debt servicing and pension payments 
are contractual in nature and are therefore not amenable for control, 
at least in the short run. The only item of non-developmental 
expenditure that is amenable for some control is the expenditure on 
public services (Organs of State, Fiscal services and Administrative 
services). 


Share of Public Services 


Contrary to popular impression, the share of expenditure on 
public services (as defined above) in the State has always been lower 
than that of All States as may be seen from Table V-12. The Table 
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also shows that the share of public services has been coming down 
over the years. In per capita terms, the State's expenditure on public 
services has been lower than that of All states as may be seen from 
Table V-13. But the Table also shows that per capita expenditure on 
almost all types of government services-Organs of State, Fiscal Serv- 
ices, and Administrative Services has doubled between the Sixth and 
the Seventh plans. It more than doubled between the Seventh and the 
Eighth Plans. 


Growing Burden of Debt Servicing 


The major item of non-development expenditure in the State is 
debt-servicing payments. Its share in total expenditure of Kerala and 
of All States is shown in Table V-14. Table V-15 shows that debt 
servicing accounted for more than 20 per cent of the non-plan 
expenditure from the Sixth Plan period. Repayment of principal 
accounted for as much as 95.6 per cent of non-plan capital 
disbursements during the Seventh Plan period. The repayment burden 
seems to have somewhat eased during the Eighth plan. The very 
high share of debt servicing leaves very little for other expenditure 
on non-plan capital account. 


Outstanding debt of Kerala, in relation to its capacity to service 
the debt, as indicated by the state domestic product has been one of 
the highest among states in India as may be seen from Table V-16. 
Kerala's outstanding debt represented 47.0 per cent of the state 
domestic product in 1994-95 against 31.5 for 14 major states. Only 
the two low-income states- Bihar, and Orissa had higher debt-sdp 
ratios than Kerala. The composition of debt given in Table V-17 
shows that Kerala has been relying more on high cost Market Loans, 
Provident funds, small savings etc. Kerala's reliance on relatively 
low interest bearing Central loans has been considerably lower than 
that of All States. This is yet another reason for the higher debt- 
servicing burden of the State. 


All the state governments in India are increasingly getting into 
debt traps. But the problem of Kerala is much more acute. As may be 
seen from Table V-18, debt servicing payments took away more than 
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two thirds of fresh Central loans in case of AII States during the Sixth 
and Seventh plans. In case of Kerala, these payments accounted for 
as much as 87 per cent of fresh loans during these periods. Debt 
servicing payments had been more than the fresh loans in case of 
both Kerala and AII States during the nineties. Obviously, the debt 
relief granted by the Ninth and the Tenth Finance Commissions had 
been very meagre. 


There would have been a reverse flow of loan funds from Kerala 
to Central Government even during the Fifth and the Sixth Plans. 
This situation was averted only by the debt relief granted by the 
Finance Commissions. But the Sixth and the Eighth Commission 
provided comparatively less debt relief to the State. This may be seen 
from the lower ratio of debt relief to non- plan capital gaps for Kerala 
(87 per cent) than for All States (99 per cent) during the five year 
period ended in 1978-79.' During the period 1984-89 covered by the 
Eighth Finance Commission's award, debt relief formed only 50 per 
cent of non-plan capital gap of Kerala against 59 percent for AII States. 
The Seventh Finance Commission, however, gave higher proportion 
of debt relief to the State (73 per cent for Kerala against 61 per cent 
for All States 


The debt relief granted to the State by the Ninth Finance 
Commission has been only minimal. It was lower than that of other 
states. Debt relief on Central Government Loans represented only 
2.6 per cent of the repayment obligations estimated to have fallen 
due during 1990-95 in case of Kerala as against 6.3 per cent for All 
States. Repayment obligations of Kerala even after debt relief on 
Central loans during 1990-95 was to form 37.2 per cent of loans 
outstanding at the end of 1988-89 against 26.0 per cent for All States.” 
The Tenth Finance Commission did not provide any general relief to 
the State as in the Commission's view, Kerala was not a" High Fiscal 
Distress” state. 


Itis unlikely that Kerala's debt servicing burden will be lightened 
in the near future as the root of the problem lies in the massive deficit 
the state has been incurring year after year. As was seen from Table 
II-2, increasing proportion of State's revenue expenditure is being 


76 Limits to Kerala Model of Development 


financed by deficits in recent years. It appears that the State is caught 
in a vicious circle of deficits, debt servicing payments and still more 
deficits. 


Growing Share of Pension Payments 


One of the important reasons for the higher share of non- 
development expenditure in the State's revenue expenditure is the 
higher share of pension payments. The share of pension payments, 
largely service pensions, is considerably higher in Kerala than in All 
States, as may be seen from Table V-19. In fact, it was more than 
double that of All States. Today, pension payments exceed the current 
expenditure on all Public Services put together. What is more, the 
share of pensions is increasing steadily over the plan periods. As a 
result, pension payments during the Eighth plan period accounted for 
11.4 per cent of the total revenue expenditure and 13.5 per cent of the 
non-plan revenue expenditure. 


There are many reasons why the share of pension payments in 
Kerala is higher. Firstly, the retirement age in the State (55 years) is 
lower, despite the increasing life expectancy of its people. Secondly, 
pension commutation rules in the State are more liberal. Thirdly, due 
to the declining death rate of even people above fifty five years in the 
State, the number of years for which pension payments are to be made 
has increased.’ This is a direct consequence of the Kerala Model on 
the state budget. Pension payments are likely to pose still more 
severe problems in future, as life expectancy improves further. 


Economic Classification of Expenditure 


The dominance of Social and Community services in the State's 
expenditure implies that the share of consumption expenditure in the 
State's Final Outlay (expenditure on consumption as well as on capital 
formation) is quite high. The share of capital formation is 
correspondingly low. | 


Table V-20, gives the components of the Final Outlay in the 
State. The Table shows that the share of consumption expenditure 
was more than three fourth of the Final Outlay during all but two 
years. What is more, the share of consumption has been increasing in 
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the eighties and has reached 91 per cent in 1990-91. On the other 
hand, the share of gross capital formation has come down from 20.4 
per cent in 1975-76 to just 9.1 per cent in 1990-91. 


The reasons for the higher share of consumption expenditure 
are not far to seek. As may be seen from Table V 21, the share of 
consumption expenditure in the Final Outlay of social services like 
education and health, understandably, is considerably more than that 
of economic services. However, the increase in the share of 
consumption expenditure in Final Outlay was also on account of the 
steep increase in the share of consumption expenditure in the Final 
Outlay of Economic Services noticed during the eighties. This, in 
turn, was a reflection of the increasing revenue component of 
expenditure not only on social services but also on economic services. 
(See Table V-8). 


Within consumption expenditure, it is the share of compensation 
for employees that has been very high. It accounted for more than 
four fifths of the total consumption expenditure in 1990-9]. Salaries 
and pensions to government employees accounted for more than half 
the State's revenue expenditure and 46.1 percent of its total 
expenditure. The high share of Social and Community Services in 
total expenditure of Kerala leads to high share of compensation for 
employees in its expenditure. The salary and pension bill component 
of expenditure on Social and Community Services, particularly ' 
education is very much higher, for obvious reasons, than that of 
Economic Services as may be seen from Table V-22. What 1s more, 
the share of employees' compensation has been going up steadily 
under all services including Economic Services. In fact, the increase 
under economic services has been much sharper. 


The popular notion that the state's increasing salary bill is the 
result of state's expanding public services is a mistaken notion. In 
fact, it is the Social and Community Services which account for the 
largest single share in Kerala Government's total compensation bill 
of employees (see Table V-23). The share of education alone is higher 
than the share of public services. Thus, it is the personnel in the social 
and economic service departments that had been largely swelling the 
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wage bill of the government. And there seems to be little appreciation 
of this fact by the Finance Commissions and the Planning Commission 
with adverse consequences to the State's finances. 


Our discussion till now brings out not only the fiscal implications 
of Kerala's expenditure pattern, but also some of its development 
implications. The contractual obligations like debt servicing and 
pension payments are larger for the State. This leaves much less for 
development services. The revenue component of the State's 
expenditure is much bigger than for other states. More than half the 
revenue expenditure goes for salaries and pensions, leaving less for 
provision of current inputs and making capital investments. A large 
share of both revenue and capital expenditure goes to meet the 
maintenance expenditure of a recurring nature. This leaves very little 
for taking new initiatives and for spending on new projects and 
schemes. The development implication of this aspect of State's public 
expenditure is discussed in detail in the next chapter. 


Notes and References 


l. George K.K., Centre-State Financial Flows and Inter-State Dis- 
parities, Criterion Books, Delhi 1988, Chapter 8. 


il. See Government of India, Second Report of the Ninth Finance 
Commission, New Delhi, 1989. 


3. For all references to the demographic changes in Kerala, see Gulati 
Leela and Rajan Irudaya Population Aspects of Aging in Kerala, 
Centre for Development studies, Trivandrum.1988. 


Year 


1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 


Ratio of Expenditure to State Domestic Product 


Total Expenditure 


Kerala АЛ States Kerala 


18.0 
20.8 
21.8 
21.8 
22.7 
22.9 
23.8 
29.3 
21.2 
23.8 
24.6 
30.3 
29.4 
27.3 
21.3 
27.1 
21.1 
26.5 
25.4 
26.1 


1994-95 RE 27.1 
1995-06 BE 27.9 
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15.2 
17.8 
18.5 
18.3 
20.3 
21.2 
21.6 
21.9 
22.0 
21.5 
23.2 
25.0 
20.5 
24.6 
23.0 
23.0 
23.3 
23.8 
23.3 
43.9 
23.7 
24.0 


TABLE V-1 


79 


(In percentage) 


Revenue Expenditure Capital Expenditure 
All States Kerala All States 


13.8 
15.9 
16.2 
16.5 
17.4 
16.9 
18.6 
20.3 
16.7 
18.0 
17.9 
22.2 
22.5 
21.6 
22.4 
ALƏ 
23.2 
21.3 
21.3 
21.8 
23.0 


23.5 


10.6 
12.0 
12.4 
12.4 
13.7 
14.4 
14.8 
15.1 
15.7 
15.4 
16.6 
18.7 
14.6 
18.5 
17.9 
18.0 
18.3 
19.0 
18.8 
18.3 
18.7 
19.6 


4.2 


4.6 
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TABLE V-7 
Share of Revenue Expenditure in Total Expenditure 


Non-Plan 
Year Kerala All States 
1974-75 85.0 84.6 
1975-76 85.6 81.9 
1976-77 83.0 84.3 
1977-78 90.1 85.3 
1978-79 69.1 84.7 
1979-80 86.9 85.2 
1980-81 92.9 81.6 
1981-82 79.4 84.2 
1982-83 91.3 86.5 
1983-84 90.6 85.4 
1984-85 81.9 82.1 
1985-86 82.5 85.0 
1986-87 88.1 86.7 
1987-88 88.3 88.7 
1988-89 89.3 90.0 
1989-90 69.5 90.6 
1990-9] 93.0 90.2 
1991-92 88.1 91.4 
1992-93 90.3 90.9 
1993-94 92.4 91.6 
1994-95 94.8 92.5 
1995-96 93.3 92.8 
1996-97 RE 94.7 93.3 


1997-98 BE 95.4 


93.1 


Plan 


Kerala 
34.1 29.5 
30.0 31.2 
41.4 33.0 
39.0 31.7 
45.1 35.5 
36.0 33.6 
46.0 37.8 
42.9 38.2 
44.4 41.0 
44.8 44.9 
48.2 48.4 
43.6 46.6 
41.2 48.5 
49.1 50.6 
56.1 53.2 
47.0 50.5 
51.6 524 
50.0 31.3 
58.9 54.2 
32.7 33-7 
53.8 49.7 
55.3 51.9 
60.4 56.4 
69.4 55.1 


85 


(In percentage) 


Total 


76.4 
76.5 
74.4 
75.6 
76.8 
15.2 
78.0 
69.5 
78.6 
75.5 
724 
73.4 
76.5 
79.4 
81.8 
79.5 
83.7 
80.3 
83.4 
83.6 
85.0 
84.2 
85.8 
87.7 


Source: Finances of State Government, R.B.I. Bulletin(s) 


70.3 
67.9 
67.5 
67.5 
67.1 
67.6 
67.0 
68.8 
71.2 
715 
71.6 
73.0 
73.6 
Bs 
119 
78.4 
78.8 
79.9 
80.6 
81.2 
193 
81.7 
82.7 
82.0 


All States Kerala All States 
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Year 


1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-9] 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
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TABLE V-9 


Share of Non-Plan Expenditure in Total Expenditure 


1996-97 RE 81.6 
1997-98 BE 76.6 


All States 


Non-Plan 
Kerala 
02.5 89.1 
90.9 87.4 
87.6 84.0 
66.0 64.5 
63.5 81.2 
85.7 83.1 
81.3 81.2 
83.3 81.3 
84.7 80.7 
80.4 78.4 
81.3 71.8 
86.1 80.1 
86.7 71.3 
85.4 76.3 
64.4 128 
86.2 80.5 
86.1 80.0 
87.5 81.5 
85.5 81.2 
85.3 82.0 
85.0 82.8 
84.2 82.6 
80.5 
81.4 


Kerala 


50.9 
49.5 
48.9 
32.3 
34.0 
23.0 
22.1 
49.4 
29.6 
25.8 
47.2 
50.4 
38.1 
42.0 
45.3 
39.1 
33.4 
47.9 
47.7 
35.6 
26.6 
32.0 
27.3 
26.6 


Plan 


(In percentage) 


Total 


87 


All States Kerala All States 


38.2 
40.9 
32.5 
30.3 
30.1 
30.1 
37.2 
33.6 
31.2 
33.8 
40.4 
382 
33.0 
29.7 
30.2 
30.5 
32.4 
30.3 
33.9 
32.1 
29.9 
28.5 
21.1 
26.6 


83.1 
81.1 
71.6 
73.0 
72.0 
70.1 
68.3 
73.0 
73.0 
67.0 
71.9 
76.6 
19.3 
76.6 
TED 
76.5 
TIS 
79.5 
79.4 
Tha 
76.2 
75.9 
73.9 
70.4 


Source: Finances of State Governments, R.B.I. Bulletin(s) 


74.0 
122 
67.2 
66.9 
64.4 
65.9 
66.7 
66.4 
66.4 
65.8 
67.2 
68.8 
65.6 
64.8 
67.0 
69.7 
69.9 
H.2 
72.0 
72.7 
FJ 
72.1 
71.3 
72.0 
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TABLE V-12 
Share of Expenditure on Public Services in Total Expenditure 


(In percentage) 


Non-Plan Plan Total 
Year Kerala — All States Kerala All States Kerala All States 
1974-75 3.6 3.3 14.5 17.8 11.9 155 
1975-76 3.4 4.0 13.6 12 11.2 12.9 
1976-77 3.5 2.8 13.1 17.4 10.6 12.7 
1977-78 3.2 2.7 12.9 16.7 10.5 12.1 
1978-79 3.3 2.4 12.3 15.3 10.2 11.4 
1979-80 2.9 2.9 12.9 16.0 10.4 15.7 
1980-81 3.3 2.8 11.5 15.6 9.7 11.4 
1981-82 2.5 3.0 12.0 15.4 9.1 11.6 
1982-83 3.5 3.1 12.9 15.1 10.9 11.6 
1983-84 2.7 3.4 11.6 14.8 9.4 11.5 
1984-85 2.3 2.9 11.1 14.6 8.7 11.3 
1985-86 ДӘ 27 10.5 14.3 8.4 11.2 
1986-87 3.0 3.6 11.6 13.0 9.6 10.6 
1987-88 1.6 3.2 11.4 12.8 9.3 10.4 
1988-89 1.8 3.0 11.3 12.8 0.5 10.7 
1989-90 1.2 25 LET 13.7 9.6 11.3 
1990-91 1.7 2.4 11.1 13.0 10.2 10.7 
1991-92 4 2:2 10.8 12.4 8.9 10.4 
1992-93 1.8 2.6 9.9 12.9 8.6 10.9 
1993-94 1.8 2.6 10.2 12.6 8.8 10.8 
1994-95 2.1 3.2 10.7 12.6 9.4 10.7 
1995-96 2.6 3.6 10.6 14./ 9.3 11.0 
1996-97 RE 3.2 4.2 10.1 12.2 9.2 10.8 
1997-98 BE 4.9 3.3 9.5 14.6 8.9 12.6 


Notes: Public Services include: 
(1) Organs of State; (2) Fiscal Services and (3) Administrative 
Services. 
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TABLE V-14 
Share of Debt Servicing in Total Expenditure 


(Figures in percentage) 


Capital Revenue Total 

Year Kerala — All States Kerala AllStates Kerala All States 
1974-75 29.3 24.6 9.9 11.2 14.6 15.2 
1975-76 34.2 24.2 9.6 11.9 15.4 15.8 
1976-77 39.5 22.3 9.7 11.3 17.3 14.9 
1977-78 26.4 222 10.1 11.0 14.1 14.6 
1978-79 25.2 19.4 9.2 10.8 12.9 13.6 
1979-80 12.7 16.7 9.0 8.9 9.9 11.4 
1980-81 13.6 22.5 7.3 9.4 8.7 15.7 
1981-82 47.4 21.5 7.9 9.6 20.0 13.3 
1982-83 22.8 20.1 8.1 9.6 11.3 14.6 
1983-84 20.6 22.3 9.4 9.5 12.2 13.1 
1984-85 44.7 26.1 10.8 10.1 20.1 14.6 
1985-86 49.1 25.8 8.8 10.3 19.5 14.5 
1986-87 36.8 24.9 10.7 11.6 16.8 15.0 
1987-88 42.3 24.5 12.0 11.7 18.3 14.8 
1988-89 41.2 24.6 11.9 12.1 17.2 14.9 
1989-90 36.9 22.8 12.7 12.7 | /./ 14.9 
1990-91 28.3 224 12.1 12.9 14.7 14.9 
1991-92 41.5 23.8 15.0 13.3 20.2 15.4 
1992-93 41.3 239 14.8 14.4 19.1 16.2 
1993-94 29.3 24.0 16.0 15.1 18.2 16.8 
1994-95 172 19.2 16.2 15.6 16.4 16.5 
1995-96 15.0 18.0 15.9 15.9 15.7 16.2 
1996-97 RE 15.4 18.9 194 16.1 15.2 16.6 

17.9 15.0 1721 15.6 17.2 


1997-98 ВЕ 20.2 
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TABLE V-16 
Ratio of Debt to State Domestic Product 


* (Figures in Percentages) 


States Ratio 
Andhra Pradesh | 27.8 
Bihar 47.6 
Gujarat 26.0 
Haryana 214 
Karnataka 26.1 
Kerala 47.0 
Madhya Pradesh 29.7 
Maharashtra 16.6 
Orissa 52.1 
Punjab 41.9 
Rajasthan 42.0 
Tamil Nadu 25.3 
Uttar Pradesh 38.7 
West Bengal 32.1 
Major States( 14) 31.5 


Note: Debt outstanding at the end of 1994-95 is related to the sdp 


of that year. 


Source: 1. "Report on Currency and Finance", R.B.I., for data on debt. 
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TABLE V-17 
State-wise Composition of Outstanding Liabilities 
As at the end of March 1997 








(Budget Estimates) 
Internal Loans and Provident Total 
Debt Advancess Fund etc. Debt 
from Central (14243) 
Govt. 
l 2 3 4 

Andhra Pradesh 4842 10876 1754 17472 
(27.71) (62.24) (10.03) (100.00) 

Assam 1292 3867 437 5596 
(23.08) (69.10) (7.80) (100.00) 

Bihar 4116 10848 3740 18704 
(22.00) (57.99) (19.99) (100.00) 

Gujarat 1874 9375 1433 12682 
(14.77) (73.92) (11.29) (100.00) 

Haryana 1255 3763 1346 6364 
(19.72) (59.12) (21.15) (100.00) 

Karnataka 2353 6886 2085 11324 
(20.77) (60.80) (18.41) (100.00) 

Kerala 3040 4735 4013 11788 
(25.78) (40.16) (34.04) (100.00) 

Madhya Pradesh 2653 6472 4797 13922 
(19.05) (46.48) (34.45) (100.00) 

Maharashtra 3231 15302 2654 21187 
(15.24) (72.22) (12.52) (100.00) 

Orissa 3056 5137 2579 10772 
(28.36) (47.68) (23.94) (100.00) 

Punjab 1841 11609 2080 15530 
(11.85) (74.75) (13.39) (100.00) 

Rajasthan 3184 7220 3615 14019 
(22.71) (51.50) (25.78) (100.00) 

Tamilnadu 3532 9026 2088 14646 
(24.11) (61.62) (14.25) (100.00) 

Uttar Pradesh 7908 22018 4963 34889 
(22.66) (63.10) (14.22) (100.00) 

West Bengal 3417 13894 1304 18615 
(18.35) (74.63) (7.00) (100.00) 
All States 47594 141028 39388 228010 
(20.87) (61.35) (17.27) (100.00) 


Note.1 Figures in brackets indicate percentage to total outstanding debts of 


respective state Government. 
Source: Report on Currency and Finance, 1996-97 


96 Limits to Kerala Model of Development 


TABLE V-18 


Ratio of Debt Servicing Payments to 
Gross Loans from the Centre 


(Figures in Percentages) 


Plan Periods = Kerala АЛ Sne - 
Fifth 77 67 
Annual Plans (1979-80) 56 52 
Sixth 87 65 
Seventh 87 68 
Annual Plans (1990-92) 129 105 


Eighth 153 138 
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TABLE V-21 


Share of Consumption and Capital Formation in 
Final Outlay of Individual Services 


(Figures in percentages) 


Total Consumption Gross Capital 
Expenditure Formation 
Year Education Health Eco. Education Health Eco. 
Services Services 

1975-76 95.1 97.2 44.6 4.9 2.8 55.4 
1976-77 94.8 97.5 42.1 5.2 2.3 57.8 
1977-78 93.1 97.3 35.8 4 2.7 64.2 
1978-79 93.3 94.2 25.1 6.7 5.8 74.9 
1979-80 94.6 94.1 21.5 5.4 5.9 78.4 
1980-81 94.1 94.5 70.1 5.9 5.5 29.9 
1981-82 91.3 95.4 69.6 8.7 4.6 30.4 
1982-83 95.3 98.2 71.6 4.7 1.8 28.4 
1983-84 94.9 105.6 45.0 ə. -5.6 55.1 
1984-85 95.2 96.2 74.0 4.8 3.8 26.1 
1985-86 90.2 93.7 66.0 9.8 6.3 34.1 
1986-87 95.7 93.1 68.1 4.3 74 31.9 
1987-88 97.7 96.4 72.0 2.3 3.6 28.1 
1988-89 96.1 95.2 74.6 3.9 4.8 25.4 
1989-90 96.9 97.6 71.4 3.1 2.4 28.6 
1990-91 95.1 97.8 73.5 4.9 2.2 26.5 


Source: Economic cum Functional Classification of Budgets, Government of 


Kerala. 


100 Limits to Kerala Model of Development 


'P[EJ9 y JO 10əU2U19AOD) *Sorjsrejg pue soruouoo; jo neaing 
"əöpng Jo (1011821)185811) [euorpun, umo oruouoog :əəmoş 





PI 061 SOL 660 SLL YİL OSL EEL CİL 819 099 mol 





809 696 Pk SBS crs ees 9 kk [st 0 Lv ÜZ” 192 ВӘЗИЈӘ JIUIQUOOH *¢ 


Eet, TEL PE SEL 211, 60L 299 ` Co OLY 919 T79 ueəH (q) 
vc6 968 826 026 868 606 ÇO 669 9°68 138 48 uorjgonps (e) 
yoy JO 


9I8 08 198 YT 908 7248 808 261 6 SL 6 SL [8L  S99IAISS 1110) PIOS "с 


LES 228 (rg 218 018 TL LIL LBL 74 WR, FPL eS md "0" 
16-0661 06-6861 68:8861 88-/861 L8-986I 98-6861 С8-У861 T3:6861 28-2861 28-1861 18-0861 
(зәдәјиәдәд ur) 
Belay Jo әлпуигриәдхд uondunsuo2 [830], ur səə/oydur 10] uonesuəduno?) Jo AIS 





SƏ3IA19S 





CCA 419У1 


101 


Pattern of Kerala's Public Expenditure 








"£[£19 y JO JUDWULWIOAOD *sonsmnejg pue soruiouoo jo neaing 
“əspnşi Jo 4008211155912 j[euonoun,] umo ərurouoəzı :99Jnog 


0001 0001 0001 0001 0001 0001 0001 0001 


LGI 911 9 II 921 Vi FOI ç OI yol 


ç vt vot 052 LYC [ 9t Lə LSE 9 Lt 


as 109 8 65 t 3$ 6 65 8 09 019 065 


t 8C LSC HSC 162 L Sc 982 ç 8c 902 


16:0661 06-6861 68-8861 88-/861 18-9861 98-5861 С8-?861 78-9861 £8-C861- 28-1861 [870861 


0001 


8 Tl 


162 


Ç LS 


L'Ot 





0001 





621 


€ St 


085 


8 LC 


0001 [RIO], 


611 SƏƏLALƏŞ 2П100024 `ç 
ott uoneonpy (e) 
yry” JO 


€'Q9 SƏ3IAI9S “WIWIOD PIOS "с 


99Z — Sontag Ol|qnd 490) | 


SIDIALIS 


Belay ut səəZoydur qoy uoresuoduio.) [630], Ul SADIAIVS |еприлтриј Jo әләс̧ 


ETA TISVL 


CHAPTER VI 


FISCAL CRISIS AND THE STATE'S 
DEVELOPMENT CRISIS 


Kerala's fiscal crisis is steadily eroding its capacity to finance 
development expenditure, on a large scale thus reinforcing the state's 
development crisis. As may be seen from Table VI-1, there was 
deceleration in growth of the State's plan expenditure financed through 
the budget, in the eighties. Total plan expenditure (including 
expenditure on Central and Centrally Sponsored Schemes) registered 
actual decline in 1982-83 and 1987-88. During the Seventh Plan, 
capital component of the total plan expenditure declined by 6.4 per 
cent during 1988-89 on top of the decline of 14.5 per cent during 
1987-88. During the nineties, capital plan expenditure showed an 
absolute decline of 9.9 per cent during 1992-93. However, the above 
trends are reversed during later years. 


As may be seen from Table V1-2, per capita State plan outlay of 
Kerala was equal to that of All States during the Second Plan Period. 
The relative position of the State in this respect improved during the 
Third, Fourth and the Annual Plan periods. From the Fifth Plan 
onwards, Kerala's per capita State plan outlay turned out to be less 
than the All States average, that too by a considerable margin.) But 
the position is reversed during the Eighth Plan. Even then, the margin 
of difference between Kerala and some of the high-income states 
continues to widen. Kerala's per capita plan outlays were less than 
half that of Haryana during the Fifth and the Seventh Plans. During 
the Sixth Plan, it was only 50 per cent. Even during the Eighth Plan, 
Kerala's per capita plan outlay was only 73 percent that of Haryana. 


Identification of the reasons for the decline in the relative size 
of the State's plan outlays requires an examination of the process of 
plan formulation in states. From 1969-70 onwards, the amount of 
Central plan transfers is decided first. The States' plan outlays are 
then determined by the own revenue and capital resources that can be 
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mobilised for the plan by the states. Plan transfers to each state are 
largely determined by the Gadgil formula.” Some plan transfers on 
account of external project assistance are effected outside the formula. 
Central transfers for development of hill areas, tribal areas, border 
areas and special problem areas are also kept outside the Gadgil 
formula. 


No doubt, the Gadgil formula for allocation of plan funds among 
states with its 20 per cent weightage to per capita income of those 
states having below the All States average per capita income was 
meant to help the low income states like Kerala. But, it has not actually 
helped Kerala from 1979-80 onwards as was seen from Table. IV.3. 
Per capita plan transfers to Kerala during the Sixth Plan were only 81 
“per cent of the All States Average. As for transfers for Central and 
Centrally Sponsored Schemes, Kerala had managed to get amounts, 
which are equal to All States average during the Fifth Plan. There 
were short falls, though only marginal, during subsequent plan periods. 
The position however was reversed during the Eighth Plan. 


The reasons for the shortfall in plan transfers for state plans, 
despite the apparent progressiveness of the Gadgil formula are not 
clear in the absence of disaggregated data on Central plan transfers. 
It may possibly be due to the weightage of 10 per cent given to special 
problems in the Gadgil formula that has deprived the State of even 
average quantum of Central plan transfers. It may also be possible 
that large volume of plan funds continue to be distributed among 
states outside the Gadgil formula in the name of development of hill 
areas, tribal areas, border areas and special problem areas. Yet another 
possibility is that transfers on account of external credits had been 
regressive.? 


Though Kerala had been receiving only less than average 
amount of Central plan funds, its dependence on Centre for financing 
plan outlays had been higher than for All States during most of the 
plan periods as may be seen from Table VI-3. This high dependence 
is understandable in view of the continuous non-plan deficits of the 
State which eat away even some of the additional resources mobilised 
for the plans as was noted in Chapter II. 


104 Limits to Kerala Model of Development 


The availability of state's own resources for plan financing de- 
pends not only on its resource mobilisation efforts, but also on the 
size of the resource base. We had seen earlier that Kerala's ratio of 
revenues to state domestic product, particularly of the tax revenue 
has been one of the highest among the states in India. Due to its 
efforts, the State had been raising more own revenue per capita, than 
the All States average. But the volume of its revenue resources had 
been lower than that of some of the high-income states with much 
lower resource mobilisation efforts. Obviously, the State's resource 
base is too small to generate adequate revenue to finance larger plans 
than at present. 


In determining the quantum of internal resources available for 
plan expenditure (balance on current account), the volume of non- 
plan expenditure is also a crucial variable. It was noted earlier how 
the past expenditure priorities of the State in favour of Social and 
Community Services with its recurrent nature boosts the non-plan 
expenditure requirements of the State. As was seen in Chapter IV, 
there was inadequate appreciation of the implication of the special 
features of Kerala's expenditure by successive Finance Commissions. 


Another fact that is often overlooked is that non-plan surpluses 
of a state also depend on the formulae for devolution, grants and debt 
relief used by Finance Commissions. Overall surpluses (revenue and 
capital) left by the Finance Commissions financed 26.4 per cent of 
All States' Sixth Plan outlays and 31.0 per cent of the Seventh Plan 
outlays.^ In the case of Kerala, these surpluses were to finance only 
12.4 per cent and 27.3 per cent of the Sixth and Seventh Plan outlays. 
As may be seen from Table VI-4, Kerala was left with no revenue 
surplus by the Fourth, Fifth and the Sixth Finance Commissions. The 
per capita revenue surplus left by the Seventh Commission was only 
45 per cent of the All States average. The surplus left by the Eighth 
Finance Commission was relatively larger. But it still formed only 
two thirds of the All States average. The first report of the Ninth 
Finance Commission allowed a per capita revenue surplus of just Rs. 
35 to Kerala against Rs.106 for All States. In its second report, the 
Commission left a non-plan revenue deficit of Rs.162 per capita. The 
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per capita non-plan revenue surplus for Kerala by the Tenth Finance 
Commission was, however, higher than the All States average. 


As seen earlier, non-plan surpluses assumed by the Finance 
Commissions had been turning out to be deficits. This has led to the 
State utilising even additional resources mobilised for meeting non- 
plan expenditure. Besides, the State because of its better social 
development had not received much upgradation grants and special 
problem grants. 


As for capital resources for Plan, Kerala had been getting inad- 
equate quantum of Small Savings Loans from the Centre. As was 
seen in Chapter IV, Small Saving Loans to Kerala formed just 55 per 
cent of All States average during the period, 1974-1990. The posi- 
tion changed for the better only during the Eighth Plan. 


As mentioned earlier, the State is caught in a vicious circle. 
Because of the small size of sdp, the State, despite larger resource 
mobilisation efforts has not been able to generate own funds ad- 
equate to finance larger plans as well as higher levels of non-plan 
expenditure. The Central plan transfers too had been mostly below 
the All States average. 


A major policy change is now called for if Kerala as also other 
backward states are to get out of this vicious circle. The first, though 
inadequate step will be to change the present pattern of determining 
the size of the State plan Outlays. Instead of Gadgil formula being 
applied to Central Plan transfers as at present, it should logically be 
applied to determine the size of the states' plans. The gap between 
such objectively and equitably determined plan outlays and the nor- 
matively determined states’ own resources should be met by Central 
Plan transfers and by increased allocation of Small Savings Loans, 
Market Loans and Institutional Loans. 


The changes suggested above call for a return to the pre 1969 
pattern of determining first the states’ plan outlays and then the Cen- 
tral plan transfers. The criticism in 1969 of the then prevailing sys- 
tem was that plan outlays were not determined either objectively or 
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equitably. The application of an objective formula like the Gadgil 
formula with some progressive features, however, small they may 
be, will meet the first criticism. To quote Gadgil, himself. “.... there 
is a lot of discussion on regional backwardness. Yet, about the basic 
problem of plan outlays in a federal polity, there is very little think- 
ing. But I think it is important that there is a debate, a much wider 
debate than at present on these questions"? The changes suggested 
above may appear to be too radical. But this is the minimum change 
that is required if states like Kerala are to get out of the present vi- 
cious circle of low economic growth and fiscal crisis, reinforcing 
each other as at present. 


Kerala and Central Plan Investments 


The decline in the relative volume of State's plan expenditure 
is only one of the many factors that has led to the present development 
crisis of the State. The low level of Centre's direct plan expenditure 
in the State is another major causative factor. During the first three 
decades of planning in India, Kerala received in per capita terms only 
Rs.241 of the identifiable Central plan outlays against Rs.350 for all 
states.? Similar data for subsequent period are not available. What 
little data available are, on the value of Gross Block of Central Public 
sector Undertakings. These data show thgt Kerala's share in Central 
Public Sector investment has been coming down steadily. It has come 
down from the already low figure of 3.1 per cent at the end of March 
1970 to 1.3 per cent at the end of March 1995.” On the other hand, 
already developed states like Maharashtra bettered their position from 
4.] per cent to 17.6 per cent. The per capita investment of 'the 
Central government in the post economic liberalisation period in 
Kerala was just Rs.619 against the All India average of Rs.1117.* 
Thus states like Kerala which could not afford large States Plan 
Outlays due to resource constraints did not benefit from Central 
government's investments either. The low public investment on 
infrastructure and industry by the State and the Centre has made Kerala 
unattractive for private sector investment. 
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TABLE VI-1 
Annual Growth Rates in Plan Expenditure 


(In Percentage) 
Year Revenue Plan Capital Plan Total Plan 
1975-76 49.7 32.1 38.1 
1976-77 49.6 24.2 33.6 
1977-78 19.7 32.4 2.2 
1978-79 36.3 5.1 17.2 
1979-80 -3.5 42.] 21.4 
1980-81 63.3 79 27.8 
1981-82 1.2 14.5 8.4 
]982-83 -5.1 -10.6 -8.3 
1983-84 62.8 59.7 61.1 
1984-85 9.4 -4.4 1.8 
1985-86 -5.9 13.5 4.] 
1986-87 10.0 21.0 16.2 
1987-88 17.6 -14.5 -1.2 
1988-89 23.8 -6.4 6.4 
1989-90 -0.8 43.0 18.5 
1990-91 23.2 Die 12.1 
1991-92 4.5 11.8 8.0 
1992-93 29.4 -0.9 9.7 
1993-94 18.7 47.1 30.4 
1994-95 20.9 20.4 20.6 
1995-96 20.9 13.8 17.6 
1996-97RE 49.5 21.1 36.8 


1997-98BE 49.3 0.6 30.0 





Notes and References: 

Е. Unlike the Plan Outlays given in Table VI.2, Plan Expenditure 
here includes only the expenditure financed through the state 
budgets. It excludes the expenditure of the State Public Sector 
units financed by their internal resources and non-budgetary 
borrowings. 


рә 


Includes the expenditure under Central and Centrally Sponsored 
Schemes. 

Source : Based on “Finances of State Governments" R.B.1. 
Bulletin, Various issues. 
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Table VI-3 
Share of Central Plan Transfers in Total Plan Expenditure 


(In percentages) 


Plan Periods Kerala All States 
V 67.7 53.8 
1979-80 49.0 48.7 
VI 46.9 33.2 
VII 70.0 56.0 
1990-92 63.2 57.6 
38.4 43.6 


VIII 
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CHAPTER VII 


KERALA MODEL: FISCAL IMPLICATIONS AND 
DEVELOPMENT OPTIONS 


The slow growth in economy and fiscal crisis reinforcing each 
other have been setting limits to the Kerala model of development. 
The State today is unable to spend adequately not only on 1Economic 
Services, but also on Social and Community Services. As a result, 
the State's lead even in social services is gradually being undermined. 
For instance, Kerala's first position in per capita expenditure on So- 
cial Services has now been taken over by Punjab and Tamil Nadu 
though they spend only a much lower percentage of its revenue on 
these services." Both Rajasthan and Punjab have overtaken Kerala in 
the matter of per capita expenditure on health.” In expenditure on 
education, Kerala is overtaken by Punjab though the latter spends 
only 2.6 per cent of its sdp on education as against 6.9 per cent by 
Kerala. Though the State was a pioneer in implementing social secu- 
rity schemes, its capacity to continue its lead is threatened by fiscal 
disabilities. The number of unemployed has been increasing in the 
State; but the amount disbursed for unemployment relief has not been 
increasing correspondingly.’ The public distribution system which 
covers 97 per cent of the households and has been widely acclaimed 
as a model is threatened by State's incapacity to bear the burden of 
growing subsidies. 

State's fiscal debility has eroded its capacity not only for 
undertaking new projects, but also for servicing completed past 
projects. Its inability to utilise fully the capacities which it has built 
up in the past plan periods leads to waste in public expenditure. 
Attempts are frequently made to impose blanket cuts on non-plan 
expenditure with a view to carve out some balances on current account 
to finance the State Plans of at least minimum size. These attempts 
have very often led to waste of many earlier Plan Schemes. Excessive 
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control of non-plan expenditure leads to non-maintenance of capital 
assets created in the earlier plans. This also leaves many earlier 
schemes without sufficient funds for current inputs. This results in 
the deterioration in quality of public services. Since the employees 
working in non-plan schemes cannot be dispensed with at the end of 
each plan period, whatever fund remaining after cuts are often 
sufficient only to meet the establishment expenditure. This may 
possibly be one of the reasons why the share of compensation for 
employees in Final Outlay is quite high in the state as was seen In 
Chapter V. This may be a major reason why the numerous non-plan 
schemes languish with very little “work content’. This situation 
prevails in other States also. But it is more acute in Kerala in view of 
the higher share of Social and Community Services whose recurring 
component in expenditure is generally much more than in Economic 
Services. 

Second Generation Problems 


The success of Kerala Model in its wake has induced a large 
number and variety of problems with fiscal and development 
implications to the State. Some of Kerala's achievements are 
comparable to those of advanced countries. But these have also 
brought in its wake some of the advanced countries' problems. The 
State does not have the fiscal ability to tackle them all by itself. Since 
these problems are unique to the State, they have not received the 
national attention and priorities which they deserve. 


Can Kerala Afford to Grow Old?“ 


We had seen earlier how Kerala ”s success in prolonging life 
expectancy has been burdening it with a high volume of service 
pension payments. The problem is likely to get aggravated in future 
as death rates fall further in the State among old people. It is estimated 
that average expectation of life of persons above the age of 60 is 
likely to go up from 16.5 during 1981-85 to 21 during 2021-25. The 
expectation of life even at the age of 80 is likely to go up from 5.4 to 
7.65 This changing demographic profile of the State is bound to 
increase the burden of State's exchequer not only on account of service 
pensions to government employees, but also on account of old age 
pensions. 
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One of the reasons often cited for the State's fiscal crisis is the 
prevalence of social security schemes. Majority of these schemes is 
targeted at the aged persons. The burden of these schemes is likely to 
increase in view of the demographic changes taking place. The aged 
dependency ratio in the State has increased steadily from 11.3 per 
cent in 1961 to 13.2 per cent in 1981. This ratio is projected to go up 
to 30.9 per cent in 2026.5 


In view of the State's a unemployment problem, it is likely 
that a working person has to carry not only the aged and the young, 
but also the unemployed relatives in the working age group. This 
puts tremendous strain on family finances and the State is called upon 
to share at least a part of this burden by giving unemployment doles 
to the young and social security pensions to the aged. In doing this, 
the State is only trying to mitigate some of the second generation 
problems arising out of the State's attainments in the field of health 
care and education. The problem of dependency of the aged on their 
families or the government becomes all the more acute in Kerala in 
view of the fast declining work participation rates among the aged. 
In fact, work participation rates of males above 60 came down to 
43.4 in 1981 from 60.1 in 1971. These rates were much lower in 
Kerala than in the country (63.7 in 1981). These lower rates may 
partly be the consequence of the higher wage rates prevalent in the 
State which discourage old persons being employed. 


In case the resource base does not expand substantially in the 
near future, the capacity of the State to shoulder this strain on account 
of its senior citizens will become increasingly limited. The welfare 
system has come under severe strain already. The rates of welfare 
payments are not raised in time to compensate for the increases in 
cost of living. Besides, these payments are effected only after 
considerable time lags. 


In view of the grim prospect of higher demand for social security 
including those for service pensions, the State may have to rethink 
the design and administration of pension schemes. Instead of 
disbursing pensions directly from the revenue budget, the State may 
possibly have to think of establishing social security trust funds, which 
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will be contributed by both employees and employers. If these trust 
funds are invested soundly, it will not pose a threat to the state 
exchequer. If these funds are utilised for expanding the capital stock 
in the State, the future generations will not have to shoulder the 
whole burden of pensions.” 


Can Kerala's Health Status be Maintained? 


The changing demographic profile is also likely to increase the 
demand for expenditure on health services. For instance, the increasing 
proportion of aged in the total population of the State has changed 
the disease profile of the State. According to Panikar and Soman, a 
new category of diseases comprising degenerative and neoplastic 
diseases like hypertension, cardio vascular diseases and cancer have 
begun to emerge in the State.? The proportion of these diseases which 
is already quite high is likely to increase further. These diseases of 
the old call for higher investment in diagnostic equipments, 
hospitalisation, treatment, recovery and rehabilitation. 


Atatime when the expenditure requirements on health are rising, 
the State is finding it increasingly difficult as also unwilling to meet 
these requirements. Instead of increasing the share of medical and 
public health services in total expenditure, the State has been reducing 
its share progressively in recent plan periods as seen in Chapter V. 
Rates of growth in real per capita expenditure came down from 5.26 
per cent between 1974-75 and 1984-85 to 1.36 between 1985-86 and 
1991-92. No doubt, the State has built up an impressive infrastructure 
in terms of hospitals and medical personnel. But it is not able to supply 
other inputs to patients. After meeting the compensation for 
employees, it is able to spare only very little for meeting other 
consumption requirements on goods and services. This is indicated 
in Table VII-I. The Table shows that the share of goods and services 
in the consumption expenditure on health services has been steadily 
coming down from 1982-83. Itis also not able to make further capital 
investments. This has led to decrease in the role of government sector 
in health services. The number of beds in the State sector increased 
from 36000 to 38000 between 1986 and 1996. The bed strength in 
the private hospitals increased from 49000 to 67500 during this 
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period." As a result, preference for private medical care has been 
increasing in the State. This has been boosting the average private 
expenditure on medical care. Such expenditure now forms about 7 
per cent of per capita income." 


Can Kerala Afford to Cut its Expenditure on Education? 

In recent years, avowedly due to fiscal crisis, the State 
government has been reducing its expenditure on education. The share 
of education in total expenditure has been brought down from 27.4 
per cent during the Fifth Plan to 21.9 per cent during the Eighth plan. 
The Share of education in Plan expenditure has come down still more 
drastically, from an already low 10.6 per cent to 6.2 per cent. As a 
result, rates of growth in real per capita expenditure on education 
came down from 3.18 per cent during the period 1974-1985 to 1.11 
per cent during the period 1985-1992. Both these rates are the lowest 
among 15 major states." 

No doubt, there has been some reduction in the number of 
students, partly as a result of the decline in birth rates, creating excess 
capacity in some schools and rendering some schools uneconomic.'4 
This phenomenon, as also the State's relatively high quantitative 
achievements in the realm of literacy and general education has lent 
some credence to the policy of reduction in State's expenditure on 
education. But the case for reducing the share of education does not 
appear to be strong on closer analysis. À fact that is often overlooked 
is that the past quantitative expansion in education has been at the 
cost of quality. Many of the educational institutions lack adequate 
facilities. This is indicated indirectly by the high share of employees' 
compensation in the total consumption expenditure on education (93.4 
per cent in 1990-9] - See Table V-22). This share has also been 
increasing. The high share of salaries bill and pensions in expenditure 
on education indicates lower availability of funds for other educational 
inputs. The share of goods and services consumed, which was already 
very low, has been coming down still further in recent years (See 
Table VII-1). In fact, the share of goods and services consumed in 
education was only 6.6 per cent against 16.3 per cent in general public 
services. Kerala thus provides an example of capital investments in 
the social sectors rendered ineffective by failure to provide for current 
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spending on essential inputs. The low increments in capital 
investments also affect the quality of education. The share of capital 
expenditure in total expenditure on education was only 1.8 per cent 
during the Eighth Plan. (See Table V-8) 


One of the important reasons for the emergence of excess 
capacity in many state run and state aided schools, apart from the 
decline in number of children, is the proliferation of unaided, English 
medium schools, not only in cities but also in small towns. This 
phenomenon is largely a result of the decline in standards in the state 
run and state aided schools. In a state where parents consider their 
children's education as the best available form of investment, possibly 
due to the absence of other better avenues, this trend towards better 
quality education outside the state system cannot be reversed, except 
by improving the quality of education in the state run and the state 
aided schools. This is bound to cost the exchequer considerably more. 
In terms of the State's direct expenditure per student, Kerala today 
ranks the second lowest among states, second only to Bihar.” 


Higher education as well as technical education are two areas 
which are neglected in the State. University and college education 
has received relatively small share in the educational budget of the 
State though there has been marginal improvement in its share in the 
eighties. In 1993-94, the share of higher education was only 14.8 per 
cent of the budget for education. Expenditure on technical education 
has formed only 3.8 per cent of the total budget on education. In fact, 
this share has declined from 4.2 per cent 1980-81. 


It is true that as compared to many other states, the number of 
students going for higher education in the State is quite high. But in 
relation to the number of students passing out of the schools, facilities 
for higher education in the state even in quantitative terms are 
inadequate. This demand for tertiary enrolment is yet another 
advanced countries” problem inherited by the poor state of Kerala. 
The number of students enrolled in higher education and research in 
the State formed only 13.1 per cent of the total number of students 
enrolled in secondary and Higher Secondary Schools. In this respect, 
Kerala is placed in the lowest category of states.'^ As a result of 
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inadequate opportunities, even students with high academic 
achievements are unable to get admission for courses of their choice. 
Those who can afford, manage to get admission in private colleges in 
neighbouring states after paying heavy capitation and other fees. 
The poor are denied opportunities to pursue higher education. As a 
result, social mobility through education which characterised the 
earlier phase of Kerala's development is getting undermined." 


Declining standards is yet another problem in the field of State's 
higher education. There is a number of circumstantial evidences to 
prove this. This trend tends to make the products of Kerala's 
universities and colleges not only unemployed but also un employable. 
Since the State's economy depends to a large extent on manpower 
exports, the decline in quality of these ‘exports’ affects the economy. 
Thus, it also accentuates the State's unemployment problem. 


The emphasis in Kerala till now has been on general education 
at school, college and university levels. Kerala's colleges, universities 
and technical educational institutions still lay emphasis on traditional 
courses offering traditional degrees. Knowledge explosion taking 
place in science, technology and management and the trend of 
increasing specialisation have not influenced, to any large extent, the 
higher education system in the State. In the past, Kerala, 
unconsciously perhaps, had been attuning its educational system to 
the changing requirements of job markets elsewhere. But now, the 
capacity of Kerala's formal educational system to respond to the 
qualitative changes taking place in the job markets in India as also 
abroad has come down. The present rapid changes in job markets 
elsewhere call for attainment of more modern knowledge and skills. 
This calls for starting non-traditional, more specialised courses in 
newly emerging areas. All these call for higher investment per student. 
But unfortunately, the State is reducing the share of education in its 
expenditure avowedly due to fiscal constraints, precisely at this 
juncture. 

It is sometimes argued that Kerala's past priorities in favour of 
social services, at the expense of economic services, have led to its 
present low economic growth. The increasing popularity of this view 
has made it easier for the State government to reduce progressively 
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the importance of education in its budget. This view under-estimates 
the role played by education in sustaining economic activity in the 
State at least at its present level. For instance, higher educational 
status of the State played an important role in controlling population 
growth with all its beneficial consequences. There is also a connection 
between education and the migrant remittances which had been 
sustaining Kerala's economic activity in recent years. These are some 
of the indirect economic returns on Kerala's expenditure on education. 
The State may be taking a major risk in changing its expenditure 
priorities as it has been doing for quite some time. The State may 
lose whatever advantage it has already got while the gains on the 
economic front may be uncertain, given the All-India policy frame- 
work in which the State's economy operates. 


It appears that Kerala Government is moving out of step of 
other State Governments in India who are now, increasing the share 
of social services in their budgets. It is also deviating from the trend 
of governments elsewhere in the work who now concentrate more 
on provision of social services rather than on economic services, 
leaving the latter increasingly to the market. 


It is a moot question whether the funds spent in the past on 
education and health, had they been diverted for other directly 
productive activities, would have resulted in larger economic growth 
and generation of employment. It is quite possible that diversion of 
funds from social services particularly education, even if it can be 
achieved, (it is difficult, given the unsatisfied demand for educational 
and health facilities) may not be sufficient to generate adequate 
infrastructural and industrial investments in the State. According to 
an old study by the State Planning Board, an investment of Rs.25,300 
crores is required if the State's per capita income is to reach the national 
average. This is clearly beyond the State's means. As compared to 
the availability of investment funds with Central government, All- 
India financial institutions and the capital market, the funds for 
industrial investment that can be generated by a state government by 
saving on educational or medical expenditure can only be too meagre. 
It is also possible to take a view that the shortage of investment funds 
may not be the principal reason for Kerala lagging behind in economic 
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growth, particularly in industrial growth. The plan priorities of Central 
government, the absence of a regional framework in national plans, 
absence of regional dimension to Central government policies, 
especially industrial policy, inadequate Central government 
investments, etc. may perhaps be the more important factors retarding 
the State's development. There are of course other non-economic 
factors too.” 


In the present discussion on Kerala's fiscal and development 
crises, a choice is often presented between expenditure on social 
services, and economic development. But this appears to be a false 
choice. Social development and economic development need not 
necessarily be mutually exclusive especially in today's world where 
human capital has become the most important form of capital. The 
economies are increasingly becoming knowledge driven. It may be 
possible for the State to increasingly transform its expenditure on 
education and health from a mere social welfare expenditure into an 
investment in human capital. Fruits of Kerala's past expenditure on 
social services, particularly education can be reaped only if the State 
can conceive of a new strategy of development based on its human 
resources. Instead of cursing the past pattern of development as anti 
growth and trying to replicate the growth pattern of other states for 
which it has got only limited raw material and fuel resources, it may 
be possible for the State to build its economy on its educated man 
power resource. Instead of trying to catch up with other States in 
“modern” industries, the State must seek to be a pioneer in the “Post 
modern”, skill and knowledge intensive industries and services. This 
calls for not reduction, but further investment in human resource 
development, both for exports and for the state's own labour market. 
This is the only way in which Kerala's future plans for economic 
growth can be integrated with its past achievements in social services, 
brought about at huge cost to its exchequer. What is called for is a 
Kerala model of economic growth. 
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CHAPTER VIII 
CONCLUSION 


Our analysis shows that the Kerala Model of Development has 
almost reached the end of its tether. The paradoxical phenomenon of 
rapid social development unaccompanied by corresponding gains in 
economic growth has been exhausting itself. As the Human Devel- 
opment Report (1992) of the United Nations Development Programme 
observed, "Human Development offers a much broader and more 
inclusive perspective. It demonstrates that economic growth is vital; 
no society has in the long run been able to sustain the welfare of its 
people without continuous injections of economic growth".! 


The current experience of Kerala is nothing unique. There are 
comparable international experiences. For instance, Costa Rica which 
developed a welfare state financed partly by borrowings like Kerala 
had come to grief by the eighties.? Many of the welfare states of 
Europe are also facing crisis as a result of fiscal imbalances, slow 
growth in their economies, rising unemployment and aging population. 
All these countries are in the process of redesigning their welfare 
states. 


Kerala's fiscal crisis which has been setting the limit to Kerala 
Model of Development, is almost built into the very model of 
development, and the pattern of financing the expanded government. 
At least from the eighties, Kerala had been financing a good portion 
of its social welfare expenditure by borrowing at high rates of interest. 
The superstructure of an expanding welfare state was built on the 
shaky foundations of an economy marked by low productivity gains 
and low rates of growth. Though the State's resource mobilisation 
efforts had been better than that of many other states, it has been 
limited by the slow expansion of its resource base. Besides, the State 
had been following a resource mobilisation strategy inappropriate 
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for the structure of its economy as also its pattern of public expenditure. 
The State was basically relying on taxation, particularly commodity 
taxation, neglecting non-tax revenues for resource mobilisation. This 
strategy is not appropriate to an economy where service sectors had 
been growing much faster than the commodity producing sectors. 
This is also found unsuitable for recovering at least a part of the 
government's cost on these services. Besides, the State which had 
assumed a direct entrepreneurial role failed to generate adequate 
returns on its investment. All these investments have now become a 
big drain on the State's budget. Besides, the revenue administration 
also leaves much to be desired. 


On the expenditure side, it undertook full responsibility for 
meeting almost the total expenditure on education, even though most 
of the institutions are in the non-governmental sector. As a result, 
teaching grants to private educational institutions form 34.8 per cent 
of the salary bill of the state. Similarly, it undertook the responsibility 
of subsidising most of the public distribution system and almost the 
whole of the educational system, irrespective of the economic status 
of the beneficiaries. Subsidies, both hidden and open, were provided 
to the users of almost all government services, unmindful of 
government's eroding fiscal capacity. No attempt was made for 
pruning the bureaucracy and improving its productivity. There is a 
crying need for redesigning the government. More attention has to 
be given to improved or alternate methods and instruments of 
delivering public services. The recent attempt to decentralise 
government by strengthening the local level institutions is a step in 
the right direction. But this is only one of the several steps to be 
taken. There is also need for redefining the role of the state. This has 
become essential in the changed national and global context. The 
world over, there have been serious attempts to delineate more clearly 
the responsibilities of the public and private sectors. There has been 
substantial refocusing on core government functions. Such a 
refocusing has become inevitable in the context of the Kerala's grave 
fiscal crisis. This becomes unavoidable if the Kerala model is to be 
saved from a fiscal breakdown. It is now neither possible nor desirable 
to push up the proportion of public expenditure to state domestic 
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product. The historical context when state's role had to expand not 
only in social sectors but also in economic sectors no longer exists. 
The State's entrepreneurial role has to give way for a facilitator's 
role. 


The failure of the Central funding agencies to appreciate the 
fiscal implications of the Kerala model had been equally disastrous 
for the State's fiscal health. The larger recurring expenditure needs 
of social services as compared to economic services and their 
implicaiions to the State's budgets have been rarely understood by 
agencies like the Finance Commission and the Planning Commission. 
The bigger impact of increase in cost of living on the State's exchequer 
on account of its higher bill for compensation for employees, implicit 
in the larger proportion of its expenditure on social services, has also 
not been fully understood by these agencies. In fact, Kerala is now 
penalised by the Central funding agencies for its attainments in social 
development. At the same time, they had not shown due consideration 
for its economic backwardness and for its special problems like the 
educated unemployment. These agencies had also failed to appreciate 
the expenditure requirements for tackling some of the second 
generation problems induced by Kerala's very success in social 
development. Some of these expenditure like social security pensions 
and unemployment relief are met by federal governments in other 
federations, while in India, States are forced to fend for themselves. 
Central government's direct expenditure in the state too had been 
coming down over a long period. 


While Centre - State financial flows to the State had been 
inadequate, some of the Central Government's policies, have curtailed 
state's taxing powers. The legislation restricting states' power to tax 
export commodities and the failure to permit imposition of 
consignment tax affect a state like Kerala more adversely as a larger 
proportion of its domestic production is sold in the national and 
international markets. 


While all the factors discussed above are important, the roots 
of Kerala's fiscal crisis lie in the failure of its economy to grow 
corresponding to its social development. In a number of countries, 
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increase in social development, particularly literacy and enrolment 
in primary schools are associated with increase in gross domestic 
product. In Kerala, on the other hand, growth in state domestic product 
decelerated while literacy improved steadily. How come that Kerala's 
social development, particularly its universal literacy and higher 
educational levels have not triggered off the growth process which 
would have averted the fiscal crisis and sustained its social 
development? This is a larger question which has not been addressed 
to in the present study. As a first step in this direction, it may be 
necessary to reformulate Kerala model as a paradox of deceleration 
in economic growth despite social development and not the other 
way as is currently formulated. 


Some of the answers to the above question may lie at least partly 
with the highly centralised federal system, which had prevented the 
State from reaping the full benefits of its human development. For 
instance, one of the major economic benefits of Kerala's human 
development had been the large inflow of foreign remittances sent by 
the migrants from Kerala. Paradoxically, however, Kerala economy s 
grovvth slackened precisely vvhen the inflovv of remittances gathered 
momentum. In the highly centralised economic system, Kerala had 
not been able to appropriate for itself the full benefits of these 
remittances. It cannot bring these remittances under its direct tax net 
as the power to tax income and wealth rests with the Centre. Under 
the system of centralised management of foreign exchange, Kerala 
had to conform to Central government's priorities if it were to utilise 
this scarce resource for its own economic development. In fact, due 
to the consistently over valued exchange rate of rupee till the nineties, 
the State had not been receiving even the market value of these migrant 
remittances.? While all other exports have been receiving direct and 
indirect subsidies, Kerala's exports of manpower have not been getting 
any subsidy. (This is also applicable to Kerala's merchandise exports). 
On the contrary, as seen earlier, flow of funds to maintain, modernise 
and expand Kerala's educational sector has been reduced in recent 
years due to inadequate appreciation of the national interest, leave 
alone State's interest, served by this sector. 
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State's disability to appropriate fully the fruits of its human 
development is not confined to foreign exchange resources earned 
by its educated manpower. It also extends to rupee resources. Many 
studies have noted the outflow of rupee funds earned by Kerala's 
migrants through the commercial banking channels and through the 
capital markets.? The credit deposit ratio in the State has been coming 
down steadily. Today, it is as low as 43 per cent. 


The entire blame for Kerala's economic deceleration despite its 
human resource development cannot be placed on the Central 
government. Nor can this phenomenon be explained fully in economic 
terms. There are strong non- economic reasons also. It appears that 
the focus of human development in the State was more on distribution, 
rather than on generation of income. The principal concern appears 
to have been social rather than developmental. The State has not been 
able to conceive its expenditure on social services as an investment 
rather than as a welfare measure. If the State has to reap the full benefits 
of its expenditure on social services, it has to formulate a new strategy 
of economic growth based on its human resource development which 
calls for continuous upgradation of its social service sectors, 
particularly its educational sector. Only such a growth strategy will 
be appropriate for the Kerala Model of Development. 
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The Kerala Model of development has been 
receiving favourable attention, both national and 
international. But within the State, doubts regarding 
the sustainability of the Model are being aired 
increasingly in the wake of Kerala's acute fiscal and 
economic crisis. The present study is an attempt to 
examine the structural and systemic relationship 
between the Kerala Model and the State's fiscal crisis. 
The study also discusses the implications of the fiscal 
crisis for the State's development process. 
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